FRIDAY,  SEPTEMBER  2,  1977 

PART  IV 


DEPARTMENT  OF 
LABOR 


Office  of  Employee  Benefits 
Security 


DEPARTMENT  OF 
THE  TREASURY 

Internal  Revenue  Service 


EMPLOYEE  STOCK 
OWNERSHIP  PLANS 


44384 

Titi«29— Ubor 

CHAPTER  XXV— EMPLOYEE  BENEFITS 
SECURITY  OFFICE,  DEPARTMENT  OF 
LABOR 

PART  2550— RULES  AND  REGULATIONS 
FOR  nOUCIARY  RESPONSIBIUTY 

Exemption  for  Loans  to  Employee  Stock 
Ownership  Plans 

AGENCY :  Department  of  Labor. 

ACTION :  Final  regulations. 

SUMMARY:  These  regulations  imder 
sections  408(b) (3),  407(d)(5)  and  407 
(d)  (8)  of  the  Employee  Retirement  In¬ 
come  Security  Act  of  1974  (the  Act)  set 
forth  requirements  relating  to  the  ex¬ 
emption  for  loans  to  employee  stock 
ownership  plans  (ESOPs) ,  the  definition 
of  the  term  emplosree  stock  ownership 
plan  and  the  definltl(«  ot  the  term  quall- 
fsrlng  employer  security.  These  regula¬ 
tions  are  Intended  to  provide  guidance 
for  the  public  in  complj^g  with  the  law. 
They  affect  all  employees  who  are  par¬ 
ticipants  in  an  ESOP  and  all  employers 
who  establish  ESOPs. 

EFFECTIVE:  Generally  effective  for 
plan  years  ending  after  December  31. 
1974. 

FOR  FURTHER  INFORMATION  (X)N- 
TACT: 

Rhea  Schwartz,  Department  of  Labor, 
Room  C-4508.  200  Ccmstitution  Ave¬ 
nue.  NW..  Washington.  D.C.  20210 
(202-523-6855) . 

SUPPLEMENTARY  'INFORMATION; 
Backgboukd 

On  July  30.  1976,  the  Department  of 
Labor  (the  Department)  published  In 
the  Federal  Register  (41  FR  31870),  a 
piXHTOsal  to  adopt  regulations  29  CFR 
2550.408b-3,  2550.407d-5  and  2550.407d- 
6  under  section  408(b)  (3) ,  407(d)  (5)  and 
407(d)(6)  of  the  Act.  Similar  Internal 
Revenue  Service  provisions  app>eared  at 
the  same  time  (41 FR  31833) . 

By  notice  published  in  the  Federal 
Register  on  October  19,  1976,  the  public 
was  invited  to  comment  orally  or  in  writ¬ 
ing  not  <xily  upon  Issues  addressed  in 
the  proposed  regulations,  but  also  upon 
issues  addressed  by  section  803(h)  of 
the  Tax  Reform  Act  of  1976  (90  Stat. 
1590)  and  by  the  Conference  Report  of 
the  Committee  of  Conference  on  HR. 
10612  (HR.  Rep.  No.  94-1515,  94th  Cong., 
2d  Bess.,  539-542  (1976)),  as  both  relate 
to  ESOPs.  A  public  hearing  was  held  on 
November  12,  1976. 

Both  substantive  and  structural 
changes  in  the  pn^so^  regulations 
were  made  after  consideration  of  all  the 
comments  received.  Thus,  the  regula¬ 
tions.  as  adopted,  differ  considerably 
from  the  pr(^>osed  regulations.  Certain 
provisions  have  been  added.  Others  are 
restructured  or  deleted.  However,  many 
changes  are  designed  s<^ely  to  simplify 
the  regulations.  Therefore,  no  substan¬ 
tive  Inference  should  be  drawn  solely 
from  the  fact  that  a  particular  proposed 
provision  has  been  either  delete  or 
restructured. 


RULES  AND  REGULATIONS 

Major  SxnisTAimvs  DBLxnoifs 

SPECIAL  RXQUIRX1IENT8  VOR  USE  OT 
LOAN  PROCEEDS 

Several  comments  suggest  major  re¬ 
visions  to  iN'oposed  sections  2550.408b- 

(3)  (b)(1)  (11)  (B)  through  (F).  These 
provisions  relate  to  requirements  with 
res|}ect  to  voting  stock;  non- voting  com¬ 
mon  stock,  preferred  stock  and  other 
equity  securities;  unrestricted  dividend 
rights;  and  to  the  overall  limitation  on 
employer  securities  (other  than  certain 
common  stock  or  convertible  securities) 
acquired  with  loan  proceeds.  The  ma¬ 
jority  recommended  deletion.  This  docu¬ 
ment  makes  the  deletion. 

However,  this  deletion  does  not  mean 
that  the  Department  Is  unconcerned  with 
the  nature  of  securities  acquired  by  an 
ESOP  with  the  proceeds  of  an  exempt 
loan.  The  acquisition  of  securities  by  an 
ESOP  will  be  judged  under  the  require¬ 
ments  of  section  404(a)  (1)  of  the  Act 

Major  Substantivs  Additions 

RIGHTS  OF  first  REFUSAL 

Section  2550.408b-3(l)  is  added  under 
the  regulations,  as  ad(H>ted,  to  permit  an 
ESOP  to  acquire  employer  securities  that 
are  subject  to  a  right  of  first  refusal. 

Many  axnments  stress  the  necessity  of 
a  right  of  first  refusal  to  protect  small, 
closely-held  corporations,  whose  securi¬ 
ties  are  not  publicly  traded,  from  dilution 
of  control,  takeovers  by  competitors  and 
inadvertent  “going  public”.  The  regula¬ 
tions,  as  adopted,  refiect  the  comments  by 
permitting  a  14-day  right  of  first  refusal 
in  favor  of  the  employer,  the  ESOP,  or 
both.  However,  the  securities  subject  to 
a  right  of  first  refusal  must  not  be  pub¬ 
licly  traded  at  the  time  the  right  of  first 
refusal  is  sought  to  be  exercised.  Also,  the 
selling  price  and  other  terms  of  the  pur¬ 
chase  imder  such  a  right  of  first  n^usal 
must  be  not  less  favorable  to  the  seUer 
of  such  securities  than  the  greater  of  the 
fair  market  value  of  the  securities  or  the 
purchase  price  and  other  terms  offered  by 
a  third  party  buyer  making  a  good  faith 
offer. 

Major  Revisions 

(1)  Definition  of  "Publicly  Traded" 

In  response  to  a  number  of  comments, 
the  concept  ot  “publicly  traded”  is  ex¬ 
panded  under  the  regulations,  as  adopted, 
to  Include  seciulties  quoted  on  a  system 
sponsored  by  a  national  securities  asso¬ 
ciation  registered  under  section  15A(b) 
of  the  Securities  Exchange  Act.  The 
primary  effect  of  this  change  is  to  limit 
the  extent  to  which  a  put  option  is 
required. 

(2)  Scope  of  ESOP  Loan  Exemption 

Many  comments  suggest  that  the  pro¬ 
posed  amendment  limiting  the  scope  of 
the  ESOP  loan  exemption  to  the  prohibi¬ 
tions  of  section  406(a)  ot  the  Act  is  not 
supported  by  the  Act  or  its  legislative 
hi^ry.  The  same  criticism  is  made  con¬ 
cerning  the  requiremoit  that  loans  in¬ 
volving  fiduciary  self-dealing  must  be  ar¬ 
ranged  and  aivroved  by  an  independent 
fiduciary. 


Based  upon  a  review  of  the  comments 
and  the  legislative  history,  the  scope  of 
the  ESOP  loam  exemption  is  expanded 
under  the  regulations,  as  adopt^.  The 
only  prohibited  transactions  to  which  the 
exemption  under  section  408(b)  (3)  does 
not  apply  are  those  arising  under  section 
406(b)(3),  relating  to  the  receipt  by  a 
fiduciary  of  any  consideration  for  his  own 
personal  account  from  a  party  dealing 
with  a  plan.  Also,  the  independent 
fiduciary  requirement  is  eliminate  under 
the  regulatiixis.  as  adopted. 

The  ERISA  Conference  Report  states 
that,  because  of  potential  problems  with 
respect  to  ESOP  locms  by  parties  in  in¬ 
terest,  “the  conferees  Intend  that  all 
aspects  of  these  transactions  will  be  sub¬ 
ject  to  special  scrutiny  by  the  Depart¬ 
ment  of  Labor  and  the  Internal  Revenue 
Service  to  ensure  that  they  are  primari¬ 
ly  for  the  benefit  of  plan  participants 
and  beneficiaries”  (HR.  Rep.  No.  93- 
1280,  93d  Cong.,  2d  Sess.,  313  (1974)). 
The  regulations,  as  adopted,  make  it 
clear  that  the  “special  scrutiny”  for 
ESOP  transactions  referred  to  by  the 
conferees  is  not  meant  to  require  an  ad¬ 
ministrative  exemption  for  loans  by  fidu¬ 
ciaries.  Rather,  the  language  is  interpret¬ 
ed  as  requiring  the  careful  examination 
of  these  transactions  to  ensure  that  they 
are  primarily  for  the  benefit  of  partici¬ 
pants  and  their  beneficiaries  and  that 
they  satisfy  the  requirements  of  section 
404(a)(1)  of  the  Act. 

(3)  Primary  Benefit  Requirement 

The  requirement  that  a  loan  to  an 
ESOP  be  made  primarily  for  the  b^efit 
of  participants  and  beneficiaries  of  the 
plan  is  exiH'essed  with  greater  specificity 
under  the  regulations,  as  adopted.  In 
response  to  comments  requesting  clarifi¬ 
cation  of  this  provision,  two  tests  are 
added  imder  S  2550.408b-3(c)  to  Illus¬ 
trate  how  a  determination  can  be  made 
with  respect  to  whether  a  transaction 
meets  the  primary  benefit  requirement. 
The  first  t^t,  derived  from  the  ERISA 
Conference  Report,  involves  a  determi¬ 
nation  based  upon  the  projected  net  ef¬ 
fect  of  the  loan  on  the  ESOP  over  the 
duration  of  the  transaction  (See  ERISA 
Conference  Report,  p.  313).  The  second 
test  requires  that  the  terms  of  an  ESOP 
loan  be  at  least  as  favorable  as  a  com¬ 
parable  loan  resulting  from  arm’s-length 
negotiations  involving  independent 
parties. 

(4)  Default 

The  proposed  regulations  restrict  the 
transfer  of  plan  assets  in  the  event  of 
default  to  a  failure  to  meet  the  loan  pay¬ 
ment  schedule.  As  suggested  in  the  com¬ 
ments,  the  regulations,  as  adopted,  are 
less  restrictive.  The  limitation  on  the 
transfer  of  plan  assets  in  the  event  of 
default  applies  only  to  loans  in  which 
the  party  in  Interest  extends  credit  in  a 
form  other  than  a  guarantee. 

(5)  Release  from  encumbrance 

The  proposed  regulations  require  se¬ 
curities  to  be  released  from  encumbrance 
in  at  least  equal  annual  amounts.  ThM 
rule  is  eliminated  from  the  regulations^ 
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M  adopted,  becauM,  aa  pointed  out  In 
the  commenta,  It  li  unneceasarlly  rigid. 
Instead,  the  regulations,  as  adoptku  now 
provide,  as  a  general  role,  for  release  of 
securlttes  from  encumbrance  as  principal 
and  Interest  are  paid.  Also,  an  altona- 
tive  rule  now  permits  release  from  en¬ 
cumbrance  with  reference  to  principal 
pasmoents  only.  In  the  case  of  loans  made 
after  Novraiber  1,  1977,  the  alternative 
applies  only  to  loans  with  a  term  of  ten 
years  or  less  that  require  payments  at 
a  cumulative  rate  not  less  rapid  than 
level  ^nniia^i  pasrments.  In  these  cases, 
Interest  payments  will  not  be  disregarded 
unless  baaed  on  standard  loan  amortiza¬ 
tion  tables. 

The  regulations,  as  adopted,  note  that 
the  release  of  securities  In  unequal  an¬ 
nual  amounts  may  reflect  conditions 
causing  plan  disqualification  if  conWbu- 
tions  are  not  substantial  and  recurring  or 
if  the  limitations  on  annual  additions 
under  section  415  of  the  Code  are  ex¬ 
ceeded. 

(6)  Put  Options 

The  comments  address  various  aspects 
of  the  put  option  provision  of  the  pro¬ 
posed  regulation.  Several  comments  ex¬ 
press  concern  over  the  strain  on  an  em¬ 
ployer’s  cash  supply  that  could  result 
from  the  continuous  exercise  of  put  op¬ 
tions  by  participants,  unless  Installment 
payments  were  permissible.  Others  point 
out  Oiat  under  co-tain  circumstances, 
the  corporate  laws  of  several  states  pro¬ 
hibit  corporations  from  purchasing  their 
own  securities,  and  that  certain  corpo¬ 
rations.  e«..  banks,  may  be  absolutely 
prohibited  by  law  from  issuing  put  op- 
tlois. 

The  regulations,  as  adopted,  rating 
to  put  options  reflect  many  of  these  com¬ 
ments.  Hierefore,  they  differ  consider¬ 
ably' from  the  proposed  regulations. 

The  regulations,  as  adopted,  address 
the  problem  that  arises  if  an  employer  is 
prohibited  by  law  from  honoring  a  put 
option.  In  such  cases,  a  thlrdj?arty  other 
than  the  ESOP  must  be  boimd  to  honor 
the  put  option.  They  also  make  It  clear 
that  the  ESOP  must  not  be  boimd  under 
any  circumstances  to  honor  a  put  option. 
However,  it  may  be  granted  the  cation 
to  assume  the  rights  and  obligations  of 
the  onployer  at  the  time  that  the  put 
option  Is  exercised. 

The  tninimum  duration  of  the  put  op¬ 
tion  Is  reduced  to  flfteen  months.  How¬ 
ever,  if.  for  example,  the  employer  or  a 
designated  third  pa^  were  prohibited 
by  law  from  honoring  a  put  option,  the 
flftera-month  period  runs  only  when  the 
legal  restriction  ceases  to  apply.  Also, 
a  security  not  subject  to  a  put  option 
when  distributed  must  be  subject  to  the 
requirements  for  put  options,  if.  for  ex¬ 
ample.  it  ceases  to  be  publicly  traded 
within  15  months  after  distribution. 

Other  new  put  option  provisions  in¬ 
clude  a  limitation  on  the  number  of 
years  over  which  periodic  payments  un¬ 
der  a  put  option  may  be  spread  and  a 
prohibition  of  certain  payment  restric¬ 
tions.  Also,  the  scope  of  the  put  option 
requirement  is  ezpcmded  to  Include  pub¬ 
lic^  traded  securities  that  are  not  freely 
tradabU  because  of  certain  restrictions. 


(7)  SpecUU  Rules  lor  Certain  Exempt 

Loans 

A  number  of  comments  indicate  the 
need  to  permit  retroactive  amendment 
to  certain  ESOP  loans  to  prevent  Inad¬ 
vertent  prohibited  transactions  in  loan 
agreements  consummated  in  good  faith 
prior  to  the  publication  of  the  regula¬ 
tions,  as  adopted.  In  light  of  these  com¬ 
ments,  the  proposed  r^mlatlons  are 
modified  to  provide  transitional  relief. 

The  regulations,  as  ad<H>ted.  provide 
special  rules  for  loans  enter^  into  before 
January  1.  1976.  These  loans  are  not 
subject  to  the  provisions  relating  to  puts, 
calls  or  other  options,  buy-sell  or  similar 
arrangements;  liability  of  ESOPs;  de¬ 
fault;  release  from  encumbrance;  rights 
ot  first  refusal;  put  opiions;  and  other 
loan  terms.  They  are  subject  to  the  re¬ 
maining  provisions  of  the  regulation  be¬ 
cause  these  provisions  could  be  reason¬ 
ably  anticipated  by  reading  the  statutory 
provisions  relating  to  ESOPs. 

Other  special  rules  smply  more  re- 
strlctlvdy  to  loans  made  between  Janu¬ 
ary  1.  1976  and  November  1, 1977.  These 
additional  restrictions  embo^  provisions 
contsdned  in  Technical  Information  Re¬ 
lease  1413,  guidelines  relating  to  ESOPs. 
published 'em  November  4.  1975  (1975-50 
IHH.  16).  However,  these  special  rules 
would  allow  an  ESOP  loan  made  during 
such  period  to  be  exempt  for  the  entire 
loan  period  even  though  such  loan  fails 
to  satisfy  the  three  additional  provisions 
under  the  special  ^rule  for  release  from 
encumbrance,  or  the  provisions  relating 
to  rlfihts  of  flnt  refus^  and  default. 

In  addition,  a  loan  may  be  retroac¬ 
tively  amended  under  the  regulations,  as 
adopted,  to  comply  with  the  default  and 
put  option  provisions.  Under  the  special 
rule  for  put  options,  a  security  distrib¬ 
uted  without  a  put  (H>tion  will  satisfy  the 
regulations,  as  adopted,  as  (ff  the  date  of 
distribution  if  by  November  1,  1977  the 
security  beemnes  subject  to  a  put  option 
satlsf3rlng  the  regulations.  The  15- 
month  period  for  the  duration  of  the  put 
option  begins  with  the  date  cm  which 
the  security  becomes  subject  to  the  put 
option. 

(8)  Valuation  of  Securities  Subject  to 
Rights  of  First  Refusal  and  Put  Options 

The  selllhg  price  of  a  security  subject 
to  a  right  of  first  refusal  must  be  no  less 
favorable  to  the  plan  than  the  greater  of 
the  price  offered  by  a  buyer,  other  than 
the  employer  or  the  ESOP,  making  a 
good  faith  offer  to  purchase  the  security, 
.  or  the  fair  maiiiet  value  determined  un¬ 
der  26  CFR  54.4975-ll(d)  (5).  The  price 
at  which  a  put  option  must  be  exercis¬ 
able  Is  the  fair  maiket  value  of  the  se¬ 
curity  determined  in  accordance  with  26 
CFR  54.4975-1 1(d)  (5). 

DxriNinoN  or  thx  Tkiuc  “Emplotu 
Stock  Ownkbship  Plan” 

SecHon  407(d)(6)  erf  the  Act  defines 
the  term  ”emirfoyee  stock  ownership 
plan**  and  1 2550.407d-6  contains  re¬ 
quirements  that  a  plan  must  meet  under 
seetkm  407(d>(6).  In  addltioii.  12560.- 
407d-6  of  the  regulations,  as  adopted, 
provides  that  ESOPs  must  comirfy  with 


such  other  requirements  as  the  Secre¬ 
tary  of  the  Tnsmarj  adopts  by  regula¬ 
tion  under  section  4975(e)  (7)  of  the  In¬ 
ternal  Revenue  code  (see  26  CFR  54.- 
4975-11)  (a)  through  (f)  in  this  Issue 
of  the  PiDXKAL  Rkgistik). 

DcriNrTioN  or  Quautting  Emplotkk  * 
SXLUKATT 

The  term  "other  equity  security”  Is 
included  In  the  definition  of  "qualifying 
employer  security”  under  the  Code  but 
not  under  section  407(d)  (5)  of  the  Act. 
The  proposed  regulations  are  silent  on 
this  difference.  One  comment  suggests 
that  this  difference  Is  of  substantive  sig¬ 
nificance.  Since  Insufflcient  Justification 
Is  offered  In  support  of  this  suggestion, 
no  change  is  made. 

The  regulations  set  forth  below  are 
adopted  pursuant  to  the  authority  con¬ 
tained  In  sectimi  505  erf  the  Act  (Pub.  L. 
93-406,  88  Stat.  (29  n.SX:.  1135) ) . 

Accordingly.  Part  2550  of  Chm)ter 
XXV  of  Title  29  of  the  Coda  of  Federal 
Regulations  Is  amended  by  Inserting 
91 2S50.408b-3.  2550.407d-5  and  2550.- 
407d-6  as  set  forth  bdow: 

Paragraph  1.  1 2550.408b-3  Is  inserted 
in  the  appropriate  place  to  read  as  set 
forth  below: 

§  2550.408b— 3  Loana  to  Employee 
Stock  Ownership  Plans. 

(a)  Definitions.  When  used  In  this 
section,  ^e  terms  listed  below  have  the 
following  meanings: 

(1)  BSOP.  The  term  “ESOP”  refers  to 
an  employee  stock  ownership  plan  that 
meets  the  requirements  of  section  407 
(d)  (6)  pi  the  Employee  Retirement  In¬ 
come  SMurity  Act  of  1974  (the  Act)  and 
29  CFR  25S0.407d-6.  It  Is  not  synony¬ 
mous  with  "stock  bonus  plan.”  A  stock 
bonus  plan  must,  howeva*,  be  an  ESOP 
to  engage  in  an  exempt  loan.  The  quali¬ 
fication  of  an  ESOP  undo*  section  401 
(a)  ot  the  Internal  Revenue  Code  (the 
Code)  and  26  CFR  54.4975-11  will  not  be 
adversely  affected  merely  because  it  en- 
gages  in  a  non-exempt  loan. 

(2)  Loan.  Tlie  tom  “loan”  refers  to  a 
loan  made  to  an  ESOP  by  a  party  in  in¬ 
terest  or  a  loan  to  an  ESOP  which  is 
guaranteed  by  a  party  In  interest.  It  in¬ 
cludes  a  direct  loan  of  cash,  a  purchase- 
money  transaction,  and  an  assumptkm 
of  the  obligation  of  an  ES(H*.  "Guar¬ 
antee”  includes  an  unsecured  guarantee 
and  the  use  of  assets  of  a  party  in  in¬ 
terest  as  ccrflateral  for  a  locm.  even 
though  the  use  of  assets  may  not  be  a 
guarantee  under  anirflcable  state  law.  An 
amendment  of  a  loan  in  order  to  quall^ 
as  an  exempt  loan  Is  not  a  refinancing 
of  the  loan  w  the  making  of  another 
loan. 

(3)  Exempt  loan.  The  term  "exempt 
loan”  refers  to  a  loan  that  satisfies  the 
provisions  of  this  section.  A  "ncm-ex- 
empt  loan”  is  one  that  falls  to  satisfy 
such  provisions. 

(4)  Publicly  traded.  The  term  “pub¬ 
licly  traded”  refers  to  a  security  that  is 
listed  on  a  national  securities  exchange 
registered  under  section  6  of  the  Securi¬ 
ties  Exchange  Act  of  1934  (15  nJB.C.  78f) 
or  that  Is  quoted  on  a  system  sponsored 
by  a  national  securities  assodattonregie- 
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tered  under  section  15  A(b)  of  the  Se¬ 
curities  Exchange  Act  <15  UJ3.C.  78o). 

(5)  Qualitying  emptoger  tecwrity.  The 
term  “qualifying  employer  security”  re¬ 
fers  to  a  security  described  in  29  CPR 
2550.407d-5. 

(b)  Statutory  exemption — (1)  Scope. 
Section  408(b)  (3)  of  the  Act  provides  an 
exemption  from  the  prohibit^  transac¬ 
tion  provisions  of  sections  406(a)  and 
406(b)  (1)  oi  the  Act  (relating  to  fiduci¬ 
aries  dealing  with  the  assets  of  plans  in 
their  own  interest  or  for  their  own  ac¬ 
count)  and  406(b)  (2)  of  the  Act  (relat¬ 
ing  to  fiduciaries  in  their  individual  or  in 
any  other  capacity  acting  in  any  trans¬ 
action  invcrfving  the  plan  on  behalf  of  a 
party  (or  representing  &  party)  whose 
interests  are  adverse  to  the  interests  of 
the  plan  or  the  interests  of  its  partici¬ 
pants  or  beneficiaries).  Section  408(b) 
(3)  does  not  provide  an  exonption  from 
the  prcdiibliiont  of  section  406(b)  (3)  of 
the  Act  (relating  to  fiduciaries  receiving 
(xmslderatlon  for  their  own  personal  ac¬ 
count  fitun  any  party  dealing  with  a  plan 
in  c<mnection  with  a  transactlcm  InvolT- 
Ing  the  income  or  assets  of  the  plan) . 

(2)  Special  scmttnp  of  transaction. 
The  exemption  under  sectkm  408(b)  (3) 
includes  within  its  scope  certain  trans¬ 
actions  in  which  the  potential  for  self¬ 
dealing  by  fiduciaries  exists  and  in  which 
the  Interests  of  fiduciaries  may  confilct 
with  the  Interests  of  participants.  To 
guard  against  these  potential  abuses,  the 
Department  of  Labor  will  subject  these 
transactions  to  special  scrutiny  to  ensure 
that  they  are  primarily  for  the  benefit 
of  participants  and  their  beneficiaries. 
Although  the  transactions  need  not  be 
arranged  and  api»OTed  by  an  independ¬ 
ent  fiduciary,  fiduciaries  are  cautioned 
to  scrupulously  exercise  their  discretion 
in  ai^rovlng  them.  For  example,  fiduci¬ 
aries  should  be  pr^mred  to  4monstrate 
compliance  with  the  net  effect  test  and 
the  arm’s-length  standard  under  para- 
gn^hs  (c)  (2)  and  (3)  of  this  section. 
Also,  fiduciaries  should  determine  that 
the  transaction  is  truly  arranged  pri¬ 
marily  in  the  interest  of  participants  and 
their  beneficiaries  rather  than,  for  ex¬ 
ample,  in  the  interest  of  certain  selling 
shareholders. 

(c)  Primary  benefit  requirement — <1) 
In  general.  An  exempt  loan  must  be  pri¬ 
marily  for  the  benefit  of  the  ESOP  par¬ 
ticipants  and  their  beneficiaries.  All  the 
surrounding  facts  and  circumstances. 
Including  those  described  in  paragraphs 
(c)  (2)  and  (3)  of  this  section,  wffl  be 
considered  in  determining  whether  such 
loan  satisfies  this  requirement.  However, 
no  loan  will  satisfy  such  requirement  im- 
less  it  satisfies  the  requirements  of  para¬ 
graphs  (d),  (e)  and  (f)  of  this  section. 

(2)  Net  effect  on  plan  assets.  At  the 
time  that  a  loan  is  made,  the  interest 
rate  for  the  loan  and  the  price  of  securi¬ 
ties  to  be  acquired  with  the  loan  pro¬ 
ceeds  should  not  be  such  that  plan  assets 
might  be  drained  off. 

(3)  Arm’s-length  standard.  Hie  terms 
of  a  loan,  vdiether  or  not  between  in¬ 
dependent  parties,  must,  at  the  time  the 
loan  is  made,  be  at  least  as  favorable 
to  the  EBOP  as  the  terms  of  a  com¬ 


parable  loan  resulting  from  arm’s-length 
negotiations  between  Independent  par¬ 
ties. 

(d)  Cfse  0/ loan  proceeds.  The  proceeds 
of  an  exempt  loan  must  be  used,  within 
a  reasonable  time  after  their  receipt,  > 
by  the  borrowing  ESOP  only  for  any 
(H*  all  of  the  following  purposes: 

(1)  ’To  acquire  qualifying  employer 
securities. 

(2)  To  repay  such  loan. 

(3)  To  repay  a  prior  exempt  loan.  A 
new  loan,  the  proceeds  of  which  are 
so  used,  must  satisfy  the  provisions  of 
this  section. 

Except  as  provided  in  paragraphs  (1) 
and  (J)  of  this  section  or  as  otherwise 
required  by  applicable  law,  no  security 
acquired  with  the  proceeds  of  an  exempt 
loan  may  be  subject  to  a  put,  call,  or 
other  (H>tion,  or  buy-sell  or  similar  ar¬ 
rangement  while  held  by  and  when  dis¬ 
tributed  from  a  plan,  whether  or  not 
the  plan  is  then  an  ESOP. 

(e)  Liability  and  collateral  of  ESOP 
for  loan.  An  exempt  locm  must  be  with¬ 
out  recourse  against  the  ESOP.  Further¬ 
more,  the  only  assets  of  the  ESOP  that 
may  be  given  as  collateral  («  an  ex¬ 
empt  loan  are  qualifying  employer  se¬ 
curities  of  two  classes:  those  acquired 
with  the  proceeds  of  the  exempt  loan 
and  those  that  were  used  as  collateral 
(m  a  prior  exempt  loan  repaid  with  the 
proce^  of  the  current  exempt  loan.  No 
perscm  entitled  to  payment  under  the 
exempt  loan  shall  have  any  right  to  as¬ 
sets  of  the  ESOP  other  than: 

(1)  Collateral  given  for  the  loan, 

(2)  Cmitributions  (other  than  con¬ 
tributions  of  employer  securities)  that 
are  made  imder  an  ESOP  to  meet  its  ob¬ 
ligations  under  the  loan,  and 

(3)  Elamings  attributable  to  such  ecl- 
lateral  and  the  Investment  of  such  con¬ 
tributions. 

The  payments  made  with  respect  to  an 
exempt  loan  by  the  ESOP  during  a  plan 
year  must  not  exceed  an  amount  equal 
to  the  sum  of  such  c(mtribution8  and 
earnings  received  during  or  prior  to  the 
year  less  such  pasunents  in  prior  years. 
Such  contributions  and  earnings  must 
be  accounted  for  separately  in  the  books 
of  account  of  the  EJSOP  until  the  loan 
is  repaid. 

(f)  Default.  In  the  event  of  default 
upon  an  exempt  loan,  the  value  of  plan 
assets  transferred  in  satisfaction  of  the 
loan  must  not  exceed  the  amount  of  de¬ 
fault.  If  the  lender  is  a  party  in  in¬ 
terest,  a  loan  must  provide  for  a  trans¬ 
fer  of  plan  assets  upon  default  only  upon, 
and  to  the  extent  of  the  failure  of  the 
plan  to  meet  the  payment  schedule  of 
the  loan.  For  purposes  of  this  paragraph, 
the  making  of  a  guarantee  does  not 
make  a  person  a  lender. 

(g)  Reasonable  rate  of  interest.  The 
interest  rate  of  a  loan  m\ist  not  be  in  ex¬ 
cess  of  a  reasonable  rate  of  interest.  All 
relevant  factors  will  be  c<msidered  in  de¬ 
termining  a  reasonable  rate  of  interespt, 
including  the  amount  and  duration  of 
the  loan,  the  security  and  guarantee  (if 
any)  involved,  the  crecUt  standing  of  the 
ESOP  and  the  guarantor  (if  any),  and 
the  interest  rate  prevailing  for  compa¬ 


rable  loans.  When  these  factors  are  con¬ 
sidered,  a  variable  Interest  rate  may  be 
reasonable. 

(h)  Release  from  encumbrance — <1> 
General  rule.  In  general,  an  exempt  loan 
must  provide  for  the  release  from  en¬ 
cumbrance  of  plan  assets  used  as  collat¬ 
eral  for  the  loan  imder  this  paragraph 
For  each  plan  year  during  the  duration 
of  the  loan,  the  number  of  securities  re¬ 
leased  must  equal  the  number  of  encum¬ 
bered  securities  held  immediately  before  j 
release  for  the  current  plan  year  multi¬ 
plied  by  a  fraction.  The  numerator  of 
the  fraction  is  the  amount  of  principal 
and  interest  paid  for  the  year.  The  de¬ 
nominator  of  the  fraction  is  the  sum  of 
the  numerator  plus  the  principal  and 
Interest  to  be  paid  for  all  future  years. 

See  S  2550.408b-3(h)  (4).  The  number  of 
future  years  under  the  loan  must  be 
definitely  ascertainsdde  and  must  be  de¬ 
termined  without  taking  into  account 
any  possible  extensions  or  renewal  pe¬ 
riods.  If  the  interest  rate  under  the  loan 
is  variable,  the  Interest  to  be  paid  in  fu¬ 
ture  years  must  be  ciunputed  by  usini: 
the  interest  rate  applicable  as  of  the  end 
of  the  plan  srear.  If  collateral  includes 
more  than  one  class  of  securities,  tlie 
number  of  securities  of  each  cia&s  to  be 
released  for  a  plan  year  must  be  deter¬ 
mined  by  appl^g  the  same  fracticm  to 
each  class. 

(2)  Special  rule.  A  loan  will  not  fail 
to  be  exempt  merely  because  the  number 
of  securities  to  be  rdeased  from  encum¬ 
brance  is  determined  solely  with  refer¬ 
ence  to  principal  payments.  However,  if 
release  ts  determined  with  reference  to 
principal  payments  (mly,  the  following 
three  additional  rules  apply.  The  first 
rule  is  that  the  loan  must  provide  for  an¬ 
nual  payments  of  princip^  and  interest 
at  a  cumulative  rate  that  is  not  less 
rapid  at  any  time  than  level  annual  pay¬ 
ments  of  such  amounts  for  10  years. 
The  second  rule  is  that  interest  included 
in  any  pasrment  is  disregarded  only  to 
the  extent  that  it  would  be  determined 
to  be  Interest  under  standard  loan  amor- 
tizatkm  tables.  The  third  rule  is  that 
subdivision  (2)  is  not  applicable  from 
the  time  that,  by  reason  of  a  renewal, 
extension,  or  refining,  the  sum  of  the 
expired  duration  of  the  exempt  loan,  the 
renewal  period,  the  extension  period, 
and  the  duration  of  a  new  exemiH  loan 
exceeds  10  years. 

<3)  Caution  against  plan  disqualifica¬ 
tion.  Under  an  exempt  loan,  the  number 
of  securities  released  from  encumbrance 
may  vary  from  year  to  year.  The  relea.se 
of  securities  depends  upon  certain  em¬ 
ployer  contributions  and  earnings  under 
the  ESOP.  Under  26  (TFR  54.4975-ll(d) 

(2)  actual  allocations  to  participants’  ac¬ 
counts  are  based  upon  assets  withdrawn 
from  the  suspense  account.  Nevertheless, 
for  purposes  of  applying  the  limitations 
under  section  415  of  the  Code  to  these 
allocations,  under  26  CETl  54.4975-11  (a) 

(8)  (il)  contributions  used  by  the  ESOP 
to  pay  the  loan  are  treated  as  annual 
additions  to  parUcipante’  accounts. 
’Iherefore,  particular  caution  must  be  ex¬ 
ercised  to  avoid  exceeding  the  maximum 
annual  additions  undtf  secticm  415  ot  the 
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Code.  At  the  same  time,  release  from 
encumbrance  in  annually  varying  num¬ 
bers  may  reflect  a  failure  cm  the  part  of 
the  employer  to  make  substantial  and 
recurring  contributions  to  the  E80P 
which  will  lead  to  loss  of  qualifloation 
under  section  401(a)  of  the  Code.  The 
Internal  Revenue  Service  will  observe 
closely  the  (^ration  of  ESOPs  that  re¬ 
lease  encumbered  securities  in  varying 
annual  amoimts,  particularly  those  that 
provide  for  the  deferral  of  loan  payments 
or  for  balloon  payments.  See  26  CPR 
54.4975-7 (b)(8)  (ill). 

(4)  Illustration.  The  general  rule  under 
paragraph  (h)(1)  of  this  section  (H>erate8 
as  illustrated  in  the  following  example: 

Example.  Corporation  X  establishes  an 
E80P  that  borrows  •760,000  from  a  bank.  X 
guarantees  the  loan  which  is  for  15  years  at 
6%  Interest  and  Is  payable  In  level  annual 
amounts  of  $72, 356.72.  Total  payments  on  the 
loan  are  $1,083,860.80.  The  ESOP  uses  the 
entire  proceeds  of  the  loan  to  acquire  16,000 
shares  of  X  stock  which  Is  used  as  coUateral 
for  the  loan.  The  number  of  securities  to  be 
released  for  the  first  year  Is  1,000  shares,  l.e., 
16,000  sharesx$72,256.73/$l,083,860.80=10,- 
000  shares  x  Vis.  The  number  of  securities  to 
be  rrteased  for  the  second  year  Is  1,000  shares, 
la..  14,000  shares  x$72,256.72/$1.011,504.08  = 
14,000  shares  xVii.  If  all  loan  payments  are 
made  as  originally  scheduled,  the  number  of 
securities  released  In  each  succeeding  year 
of  the  loan  will  also  be  1,000. 

(I)  Right  of  first  refusal.  Qualifying 
employer  securities  acquired  with  pro¬ 
ceeds  of  an  exempt  loan  may,  but  need 
not.  be  subject  to  a  right  of  first  refusal. 
However,  any  such  right  must  meet  the 
requirements  of  this  paragraph.  Securi¬ 
ties  subject  to  such  right  must  be  stock 
or  an  equity  security,  or  a  debt  security 
convertible  Into  stock  or  an  equity  secu¬ 
rity.  Also,  they  must  not  be  publicly 
traded  at  the  time  the  right  may  be  ex¬ 
ercised.  The  right  of  first  refusal  must  be 
in  favm-  of  the  employer,  the  ESOP,  or 
both  in  any  order  of  prl(»ity.  The  selling 
I>rioe  and  other  terms  under  the  right 
must  not  be  less  favorable  to  the  seller 
than  the  greater  of  the  value  of  the 
security  determined  under  26  CFTt  54.- 
4975-1 1  (d)  (5) ,  or  the  purchase  price  and 
other  terms  c^ered  by  a  buyer,  other 
than  the  employer  or  the  ESOP,  making 
a  good  faith  offer  to  purchase  the  secu¬ 
rity.  The  rig^t  of  first  refusal  must  lapse 
no  later  than  14  days  after  the  security 
holder  gives  written  notice  to  the  holder 
of  the  right  that  an  offer  by  a  third  party 
to  purchase  the  security  has  been 
received. 

(J)  Put  option.  A  qualifying  employer 
security  acquired  with  the  proce^  of 
an  exempt  loan  by  an  ESOP  after  Sep¬ 
tember  30. 1976.  must  be  subject  to  a  put 
option  if  it  is  not  publicly  traded  when 
distributed  or  if  It  is  subject  to  a  trading 
limitation  when  distributed.  For  pur¬ 
poses  of  this  paragraph,  a  “trading  limi¬ 
tation”  on  a  security  is  a  restriction  un¬ 
der  any  Federal  or  State  securities  law 
or  any  regulation  thereimder,  or  an 
agreemrat  (not  pn^blted  by  this  sec¬ 
tion)  affecting  the  security  which 
would  make  the  security  not  as  fredy 
tradable  as  one  not  subject  to  such  re¬ 


striction.  ITie  put  (Hitlon  must  be  exer¬ 
cisable  only  a  participant,  by  the 
participant’s  donees,  or  by  a  person 
(including  an  estate  or  its  distributee) 
to  whom  the  security  passes  by  reason 
of  a  participant’s  death.  (Under  this 
paragraph  “participant”  means  a  par¬ 
ticipant  and  the  beneficiaries  of  the  par¬ 
ticipant  imder  the  ESOP.)  The  put  op¬ 
tion  must  permit  a  participant  to  put 
the  security  to  the  employer.  Under  no 
circumstances  may  the  put  opticm  bind 
the  ESOP.  However,  it  may  grant  the 
ESOP  an  option  to  assume  the  rights 
and  obligations  of  the  employer  at  the 
time  that  the  put  optlcm  is  exercised.  If 
it  is  known  at  the  time  a  ioan  is  made 
that  Federal  or  state  law  will  be  vio¬ 
lated  by  the  employer’s  honoring  such 
option,  the  put  option  must  permit  the 
security  to  be  put,  in  a  manner  con¬ 
sistent  with  such  iaw,  to  a  third  party 
(e.g.,  an  affiliate  of  the  emplc^er  or  a 
shareholder  other  than  the  ESOP)  that 
has  substantial  net  worth  at  the  time 
the  loan  is  made  and  whose  net  worth 
is  reasonabiy  expected  to  remain  sub¬ 
stantial. 

(k)  Duration  of  put  option. — (1)  Gen¬ 
eral  rule.  A  put  option  must  be  exercis¬ 
able  at  least  during  a  15-month  period 
which  begins  the  date  the  security  sub¬ 
ject  to  the  put  option  is  distributed  by 
the  ESOP. 

(2)  Special  rule.  In  the  case  of  a  se¬ 
curity  that  is  publicly  traded  without 
restriction  when  distributed  but  ceases 
to  be  so  traded  within  15  months  after 
distribution,  the  employer  must  notify 
each  security  holder  in  writing  on  or 
before  the  tenth  day  after  the  date  the 
security  ceases  to  be  so  traded  that  for 
the  remainder  of  the  15-month  period 
the  security  is  subject  to  a  put  option. 
Hie  number  of  days  between  the  tenth 
day  and  the  date  (m  which  notice  is 
actually  given,  if  later  than  the  tmth 
day.  must  be  added  to  the  duration  of 
the  put  option.  ’Hie  notice  must  Infcmn 
distributees  of  the  terms  of  the  put  oip- 
tions  that  they  are  to  hold.  The  terms 
must  satisfy  the  requiremoits  of  para¬ 
graphs  (J)  through  G)  ot  this  secticm. 

(l)  Other  put  option  provisions. — (1) 
Manner  of  exercise.  A  put  option  is  ex¬ 
ercised  by  the  holder  notifying  the  em¬ 
ployer  In  writing  that  the  put  option  is 
being  exercised. 

(2)  Time  excluded  from  duration  of 
put  option.  ’The  pnlod  during  which  a 
put  option  is  exercisable  does  not  in¬ 
clude  any  time  when  a  distributee  is  un¬ 
able  to  exercise  it  because  the  party 
bound  by  the  put  (H>tloii  is  prohibited 
from  hcmorlng  it  by  applicable  Federal 
or  state  law. 

(3)  Price.  Hie  price  at  which  a  put 
(H>tion  must  be  exercisable  is  the  value 
(rf  the  security,  determined  in  accord¬ 
ance  with  paragraph  (d)  (5)  of  26  CFR 
54.4975-11. 

(4)  Payment  terms.  Hie  provisions  for 
paym^t  imder  a  put  option  must  be 
reasonaUe.  Hie  deferral  (rf  payment  is 
reasonable  if  adequate  security  and  a 
reasonable  Interest  rate  are  provided  for 
any  credit  extended  and  if  the  cumula¬ 
tive  payments  at  any  time  are  no  lees 


than  the  aggregate  of  reasonable  peri¬ 
odic  payments  as  of  such  time.  Periodic 
payments  are  reasonable  if  annual  in¬ 
stallments,  beginning  with  30  days  after 
the  date  the  put  option  is  exercised,  are 
substantially  equal.  Generally,  the  pay¬ 
ment  period  may  not  end  more  than  5 
years  after  the  date  the  put  option  is 
exercised.  However,  it  may  be  extended 
to  a  date  no  later  than  the  earlier  of  10 
years  from  the  date  the  put  opti(m  is 
exercised  or  the  date  the  proceeds  of  the 
loan  used  by  the  ESOP  to  acquire  the 
security  subject  to  such  put  option  are 
entirely  repaid. 

(5)  Payment  restrictions.  Payment 
under  a  put  option  may  be  restricted  by 
the  terms  of  a  loan,  including  one  used 
to  acquire  a  security  subject  to  a  put 
option,  made  before  November  1,  1OT7. 
Otherwise,  pasrment  under  a  put  option 
must  not  be  restricted  the  provlskxis 
of  a  loan  any  other  arrangement,  in¬ 
cluding  the  terms  of  the  employer’s  arti¬ 
cles  of  incorporation,  unless  so  required 
by  applicable  state  law. 

(m)  Other  terms  of  loan.  Aif  exenmt 

loan  must  be  for  a  specific  term.  Su^ 
loan  may  not  be  payable  at  the  demand 
of  any  person,  except  in  the  case  of  de¬ 
fault.  ^ 

(n)  Status  of  plan  as  ESOP.  To  be  ex¬ 
empt.  a  loan  must  be  made  to  a  plan  that 
is  an  ESOP  at  the  time  of  such  loan. 
However,  a  locm  to  a  plan  formally  desig¬ 
nated  as  an  ESOP  at  the  time  of  the  k)an 
that  fails  to  be  an  ESCH*  because  it  does 
not  comply  with  section  401(a)  of  the 
Code  or  26  CFR  54.4975-11  wiU  be  exempt 
as  of  the  time  of  such  loan  if  the  plan  is 
amended  retroactively  under  section 
401(b)  of  the  Code  or  26  CFR  54.4975- 
11(a) (4). 

(o)  Special  rules  for  certain  loans. — 
(1)  Loans  made  before  January  1, 1976. 
A  loan  made  before  January  1,  1976.  or 
made  afterwards  under  a  binding  agree¬ 
ment  in  effect  on  January  1.  1976  (or 
under  renewals  permitted  by  the  terms  of 
such  an  agreement  on  that  date)  is  ex¬ 
empt  for  the  entire  period  of  such  loan 
if  it  otherwise  satisfies  the  provisions  of 
this  section  for  such  period,  even  though 
it  does  not  satisfy  the  following  provi¬ 
sions  of  this  section; 

(1)  The  last  sentence  of  paragraph 
(d); 

(ii)  Paragraphs  (e),  (f),  and  (h)  (1) 
and  (2) ;  and 

(ill)  Paragraphs  (i)  through  (m),  in¬ 
clusive. 

(2)  Loans  made  after  December  31, 
1975,  but  before  {insert  60  days  after 
publication  of  final  regulations'} .  A  loan 
made  after  December  31, 1975,  but  before 
November  1.  1977,  or  made  afterwards 
under  a  binding  agreement  in  effect  on 
November  1,  1977  (or  under  renew¬ 
als  permitted  by  the  terms  of  such 
an  agreement  on  that  date)  is  ex¬ 
empt  for  the  entire  period  of  such 
loan  if  it  otherwise  satisfies  the  pro¬ 
visions  of  this  section  for  such  polod 
evoi  though  it  does  not  satisfy  the  fol¬ 
lowing  provisions  of  this  section: 

(1)  Paragraidi  (f) ; 

(il)  The  three  provisions  of  paragraqih 
(h)  (2) ;  and  (iii)  paragn^ih  (D . 


mClAl  lEOISTEI,  VOl.  42,  NO.  171 — FKIDAY,  SfPTEMUR  2,  1977 


44388 


RULES  AND  REGULATIONS 


(3)  Release  rule.  Notwithstanding 
paragraphs  (o>  (1>  and  (3)  of  this  sec¬ 
tion.  If  the  proceeds  of  a  loan  are  used 
to  acquire  securities  after  November  1, 
1977.  the  loan  must  comply  by  such  date 
with  the  provisions  of  paragraph  (h)  of 
this  section. 

(4)  Defamlt  rule.  Notwithstanding 
paragraphs  (o)  (1)  and  (2)  of  this  sec¬ 
tion.  a  loan  fay  a  party  In  Interest  other 
than  a  guarantor  must  satisfy  the  re¬ 
quirements  of  paragraph  (f)  of  this  sec- 
ti(m.  A  loan  will  satisfy  these  require¬ 
ments  if  It  Is  retroactively  amended  be¬ 
fore  November  1.  1977.  to  satisfy  these 
requirements. 

(5)  Put  option  rule.  With  respect  to  a 
security  distributed  before  November  1, 
1977,  the  put  option  provisions  of  para¬ 
graphs  (J),  (k).  and  (1)  of  this  section 
will  be  deemed  satisfied  as  of  the  date  the 
security  is  distributed  if  by  December  31, 
1977,  the  security  Is  subje^  to  a  put  op¬ 
tion  satisfying  such  provisions.  For  pur- 
ixMes  of  satisfying  such  provisions,  the 
security  will  be  deemed  distributed  on 
the  date  the  put  option  Is  Issued.  How¬ 
ever,  the  put  option  provisions  need  not 
be  satisfied  with  respect  to  a  security 
that  Is  not  owned  on  November  1,  1977, 
by  a  person  In  whose  hands  a  put  option 
must  be  exercisable. 

Par.  2.  i  2550.407d-5  Is  inserted  in  the 
appropriate  place  to  read  as  set  forth 
below: 

S  2550.4<17d— S  Definition  ot  the  term 
**qvalifying  employer  seeurity^. 

(a)  In  general. — For  purptoses  of  this 
section  and  section  407 (d)  (5)  of  the  Ekn- 
ployee  Retirement  Inc(»ne  Sectuity  Act 
of  1974  (the  Act) ,  the  term  “qualifying 
employer  security”  means  an  employer 
aecurlty  which  Is: 

(1)  Stock;  or 

(2)  A  marketable  obligation,  as  de¬ 
fined  in  paragrai^  (b)  of  this  section 
and  section  407(e)  of  the  Act. 

(b)  For  purposes  of  paragraph  (a)  (2) 
of  this  section  and  secUon  407(d)  (5)  of 
ttie  Act,  the  term  “marketable  obliga¬ 
tion’*  means  a  bond,  debenture,  note,  or 
oerttfleate,  or  oth^  evideiKe  of  Indebted¬ 
ness  (hereinafter  In  this  paragraph  re¬ 
ferred  to  cts  “obligation”)  If: 

(1)  Such  obligation  is  acquired — 

(U  On  the  market,  either 

(A)  At  the  price  of  the  obligation  pre- 
valhng  on  a  national  securities  exchange 
whldi  Is  registered  with  the  Securities 
and  Exchange  Commission,  or 

CB)  If  the  obligation  is  not  traded  on 
such  a  national  seoirities  exchange,  at 
a  price  not  less  favorable  to  the  plan 
than  the  offering  price  for  the  obliga¬ 
tion  as  established  by  current  bid  and 
lu^ed  prices  quoted  by  persons  inde¬ 
pendent  of  the  issuer; 

(M)  Prom  an  underaulter.  at  a  price — 

(A)  Not  in  excess  of  the  public  offer¬ 
ing  price  for  the  obligation  as  set  forth 
in  a  prospectus  or  offering  circular  filed 
with  the  Securities  and  Exchange  Com¬ 
mission.  and 

(B)  At  v^ch  a  substantial  portion  of 
the  same  issue  is  acquired  by  persons 
Independent  of  the  Issuer;  or 


(ill)  Directly  from  the  issuer  at  a 
price  not  less  favorable  to  the  pimt  than 
the  luice  paid  currently  for  a  substantial 
portion  of  the  same  issue  by  persons 
indqjendent  of  the  Issuer; 

(2)  Immediately  following  acquisition 
of  such  obligation. 

(1)  Not  more  than  25  percent  of  the 
aggregate  amount  of  obligations  Issued 
in  such  Issue  and  outstanding  at  the 
time  of  acquisition  Is  held  by  the  plan, 
and 

<il)  At  least  50  percent  of  the  aggre¬ 
gate  amount  referred  to  In  paragrai^ 
(A)  is  held  by  persons  Independent  of 
the  issuer;  and 

(3)  Immediately  following  acquisition 
of  the  obligation,  not  more  than  25  per¬ 
cent  of  the  assets  of  the  idan  is  invested 
in  obligations  of  the  employer  or  an  af¬ 
filiate  of  the  employer. 

Par.  3.  §  2550.407d-0  Is  inserted  in  the 
appr(H>rlate  place  to  read  as  set  forth 
below: 

§  2550.407d— 6  Definition  of  the  term 
“employee  Mock  ownership  plan**. 

(a)  In  general. — (1)  Type  of  plan.  To 
be  an  “ESOP”  (employee  stock  owner¬ 
ship  Idan).  a  plan  described  In  section 
407(d)(6)(A)  of  the  Employee  Retire¬ 
ment  Income  Security  Act  of  1974  (the 
Act)  must  meet  the  requirements  ^  this 
section.  See  section  407(d)(6)(B). 

(2)  Designation  as  ESOP.  To  l>e  an 
ESOP,  a  plan  must  be  formally  desig¬ 
nated  as  such  In  the  plan  document. 

(3)  Retroactive  amendment.  A  plan 
meets  the  requirements  of  this  section  as 
of  the  date  that  It  is  designated  as  an 
ESOP  If  It  is  amended  retroactively  to 
meet,  and  In  fact  does  meet,  siich  re¬ 
quirements  at  any  of  the  following 
times: 

(I)  12  months  after  the  date  on  which 
tlie  plan  is  designated  as  an  ESOP; 

(II)  90  days  after  a  determination  let¬ 
ter  is  Issued  with  respect  to  the  qualifica¬ 
tion  of  the  plan  as  an  ESOP  under  this 
section,  but  only  If  the  determination 
Is  requested  by  the  date  In  paragraph 
(a)  (3)  (1)  of  this  seetKm;  or 

(III)  A  later  date  approved  by  the  In¬ 
ternal  Revenue  Service  district  director. 

(4)  Addition  to  other  plan.  An  ESOP 
may  form  a  portlmi  of  a  idan  the  bal¬ 
ance  of  which  includes  a  qualified  pen¬ 
sion,  profit-sharing,  m*  stoc^  bonus  plan 
which  is  not  an  ESOP.  A  reference  to 
an  ESOP  includes  an  ESOP  that  forms 
a  portion  of  another  plan. 

(5)  Conversion  of  existing  plan  to  an 
ESOP.  If  an  existing  poislon.  profit- 
sharing,  or  stock  bonus  plan  Is  converted 
Into  an  ESOP.  the  requirements  of  sec¬ 
tion  404  of  the  Act,  r^ating  to  fiduciary 
duties,  and  section  401(a)  of  the  Inter¬ 
nal  Revenue  Code  (the  Code),  relating 
to  requirements  for  plans  established 
for  the  exclusive  benefit  of  employees, 
ai^ly  to  such  conversion.  A  conversion 
may  constitute  a  termination  of  an  ex¬ 
isting  plan.  For  definition  of  a  termina¬ 
tion.  see  the  regulations  under  secti<m 
411(d)(3)  of  the  Code  and  section  4041 
(f )  of  the  Act. 

(6)  Certain  arrangements  barred. — 
(1)  Buy-sell  agreements.  An  arrangement 


Involving  an  ESOP  that  creates  a  put 
option  must  not  provide  for  the  issuance 
of  put  options  other  than  as  provided 
imder  i  2550.408t>-3(J).  (k)  and  (1) .  Also, 
an  ESOP  must  not  otherwise  obligate 
Itself  ta  acquire  securities  from  a  par¬ 
ticular  security  holder  at  an  indefinite 
time  determined  upon  the  happening  of 
an  event  such  as  the  death  of  the  holder. 

(b)  Plan  designed  to  invest  primarily 
in  qualifying  employer  securities.  A  plan 
constitutes  an  ESOP  only  If  the  plan 
specifically  states  that  it  Is  designed  to 
Invest  primarily  in  qualifying  employer 
securities.  Thus,  a  stock  bonus  plan  or 
a  money  purchase  pension  plan  otxisti- 
tuting  an  ESOP  may  Invest  part  of  Its 
assets  in  other  than  qualifying  employer 
securities.  Such  i^an  will  be  treated  the 
same  as  other  stock  bonus  plans  or 
money  purchase  pension  i^ans  qualified 
imder  section  401(a)  of  the  Code  with  . 
respect  to  those  investments. 

(c)  Regulations  of  the  Secretary  of 
the  Treasury.  A  plan  constitutes  an 
ESOP  for  a  plan  year  only  If  It  meets 
such  -other  requirements  as  the  Secretary 
of  the  Treasury  may  prescribe  by  regu¬ 
lation  under  section  4975(e)(7)  of  the 
Code.  (See  26  CFR  54.497S-11). 

Signed  at  Washington,  D.C.,  this  18th 
day  of  August,  1977. 

lAX  Lamoff, 

Administrator  of  Pension  and 
Welfare  Benefit  Programs. 
hohor-Uanagement  Services 
Administration. 
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CHAPTER  I— INTERNAL  REVENUE  SERV¬ 
ICE,  DEPARTMENT  OF  THE  TREASURY 

SUBCHAFTER  P— MISCEUANCOUS  EXCISE 
TAXES 

IT.D.  7806] 

PART  54— ^SION,  ETC.  EXaSE  TAX 
Employee  Stock  Ownership  Plans 

AOENCT:  Internal  Revenue  Senice, 
Treasury. 

AIDTION:  Final  regulations. 

SUMMARY:  This  document  provides 
final  regulations  relating  to  ttnployee 
stock  ownership  plans  (“ESOP’s”). 
Changes  in  the  iq>pllcable  tax  law  were 
made  by  the  Employee  Retirement  In¬ 
come  Security  Act  of  1974  (ERISA).  To¬ 
gether  with  temporary  regulations  pub¬ 
lished  elsewhere  in  today’s  Fxokkal  Rbc- 
isTER,  these  regulations  are  Intended  to 
provide  guidance  for  the  public  In  com¬ 
plying  with  the  law.  They  affect  all  em¬ 
ployees  who  participate  in  ESOPs  and 
employers  wdio  establish  ESOP’s. 

DATE:  The  regulations  are  generally 
effective  for  plan  years  ending  after 
December  31, 1974. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Thomas  Rogan  (tf  the  Legislation  and 
Regulations  Dtvlskm.  OfBoe  of  the 
Chief  Counsel.  Internal  Revenue  Serv¬ 
ice,  1111  Constitution  Avmue  NW., 
Washhigtim.  D.C.  20224  (Attention: 
OC:IJl:T)  (202-666-3478). 
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SUPPLEMENTARY  INFORMATION: 

Background 

On  July  30.  1976.  the  Federal  Regis¬ 
ter  published  proposed  amendments  to 
the  Income  Tax  Regulations  (26  CFR 
Part  I)  under  section  301  of  the  Internal 
Revenue  Code  of  1954  and  to  the  Pen¬ 
sion,  etc.  Excise  Tax  Regulations  (26 
CFR  Part  54)  under  section  4975  (d) 
(3),  (e)(7).  and  (e)(8)  of  the  Code  (41 
FR  31833) .  Similar  Department  of  Labor 
provisions  appeared  at  the  same  time  (41 
FR  31870). 

By  a  notice  published  in  the  Federal 
Register  (Hi  October  19.  1976.  the  public 
was  invited  to  comment  orally  or  in  writ¬ 
ing  not  (mly  upon  issues  addressed  in  the 
proposed  amendments,  but  also  upon 
issues  addressed  by  section  803(h)  of  the 
Tax  Reform  Act  of  1976  (90  Stat.  1590) 
and  by  the  Conference  Report  of  the 
Committee  of  Conference  on  HR.  10612 
(HR.  Rep.  No.  94-1515,  94th  Cong..  2d 
Sees..  539-542  (1976)),  as  both  relate  to 
ESOP’s. 

A  public  hearing  was  held  on  Novem¬ 
ber  12,  1976.  After  consideration  of  all 
comments,  some  of  the  amendments  are 
ad(H;>ted  as  revised  by  this  Treasury  de¬ 
cision.  Others  are  revised  and  re-pro¬ 
posed  elsewhere  in  today's  Federal  Ag¬ 
ister.  Also,  temporary  regulations  paral¬ 
lel  to  the  re-propos^  amendmoits  are 
adopted  elsewhere  in  today's  Federal 
Rmister. 

Both  substantive  and  structural 
changes  are  made  in  the  proposed 
amendments.  Thus,  the  final  regulations 
differ  considerably  from  the  proposed 
amendments.  Certain  provisions  are 
added.  Others  are  restructured  or  de¬ 
leted.  However,  many  changes  are  de¬ 
signed  solely  to  simplify  the  final  regu¬ 
lations.  Therefore,  no  substantive  infer¬ 
ence  should  be  drawn  solely  from  the  fact 
that  a  particular  proposed  amendment 
is  either  dieted  or  restructured. 

Major  Substantivx  Deletions 
<i)  treatment  or  sale  as  redemption 

Many  comments  object  to  the  pro¬ 
posed  amendment  under  11.301-1(1). 
The  amendment  would  result  in  treating 
some  ESOP  transactions  as  dividends 
distributed  by  the  employer  to  share¬ 
holders.  Some  of  the  ccHiunents  question 
the  legal  validity  of  this  in-c^sal.  its 
appllcaticm  solely  to  BSOP’s,  and  its 
failure  to  identify  specific  transactions 
to  which  the  propo^  would  apply.  In 
order  that  these  comments  may  con¬ 
sidered  further,  this  proposal  is  wlth- 
flrawn.  Ouldance  on  this  matter  may  be 
expected  within  the  cemtext  of  share¬ 
holder  transactions  with  employee  plans 
in  general. 

(2)  special  requirements  for  use  or 

LOAN  PROCEEDS 

Several  comments  suggest  major  revi¬ 
sions  to  proposed  i  54.4975-7 (b)  (2)  (1) 
(B)  (2)  through  (5).  These  provisions  re¬ 
late  to  requirements  with  respect  to  vot¬ 
ing  stock :  to  non -voting  common  stock, 
preferred  stock  or  other  equity  securities ; 
to  unrestricted  dividend  rights;  and  to 
the  overall  limitation  on  employer  secu¬ 


rities  (other  than  certain  common  stock 
or  convertible  securities)  acquired  with 
loan  proceeds.  The  majority  recommend 
deletion.  This  document  makes  the  dele¬ 
tion. 

However,  this  deletion  does  not  mean 
that  the  liepartment  of  Labor  and  the 
Internal  Revenue  Service  are  uncon¬ 
cerned  with  the  nature  of  securities  ac¬ 
quired  by  an  ESOP  with  the  proceeds  of 
an  exempt  loan.  The  acquisition  of  secu¬ 
rities  by  an  ESOP  will  be  Judged  by  the 
Department  of  Labor  under  the  require¬ 
ments  of  section  404(a)(1)  of  ERISA. 

<3)  PASS-THROUGH  OF  VOTING  RIGHTS 

The  comments  reflect  a  mixed  reaction 
to  the  proposed  amendment  relating  to 
the  exercise  of  voting  and  other  rights 
attributable  to  securities  owned  by  an 
ESOP.  Particularly,  the  comments  focus 
on  the  provision  requiring  the  pass¬ 
through  voting  rights  to  participants 
with  respect  to  allocated  securities.  Some 
comments  favor  the  proposed  amend¬ 
ments.  Others  suggest  minor  modifica¬ 
tions.  However,  most  of  the  comments 
object  to  the  treatment  of  ESOP's  dif¬ 
ferently  in  this  respect  from  other  quali¬ 
fied  employee  plans. 

Because  of  these  comments,  the  pro¬ 
posed  I  54.4975-1 1(d)  is  withdrawn.  The 
requirements  generally  applicable  with 
respect  to  the  exn'cise  of  rights  under 
qualified  employee  plans  am^y  to 
ESOP's. 

Major  Substantive  Additions 
<i)  rights  or  FIRST  refusal 

Section  54.4975-7 (b)  (9)  is  added 
under  the  final  regulations  to  permit  an 
ESOP  to  acquire  employer  securities  that 
are  subject  to  a  right  of  first  refusal. 

Many  comments  stress  the  necessity  of 
a  right  of  first  refusal  to  protect  small, 
closely  held  c(Hix)ratlons  whose  securi¬ 
ties  are  not  publicly  traded  from  dilutiem 
of  ccmtrol.  takeovers,  by  competitors,  and 
Inadvertent  ‘'going  public”.  The  final 
regulations  reflect  the  comments  by  per¬ 
mitting  a  14-day  right  of  first  refusal 
in  favor  of  the  employer,  the  ESOP,  or 
both.  However,  the  securities  subject  to 
a  right  of  first  refusal  must  not  be  pub¬ 
licly  traded  at  the  time  the  right  Is 
sought  to  be  exercised.  Also,  the  selling 
price  and  other  terms  of  the  purchase 
under  a  right  of  first  refusal  must  not 
be  less  favorable  to  the  seUer  of  the 
security  than  the  greater  of  the  fair  mar¬ 
ket  value  ot  the  security  or  the  purchase 
price  and  other  terms  offered  by  a  third 
party  making  a  good  faith  offer. 

Major  Revisions 

(1)  DEFINITION  or  "PUBLICLY  TRADED” 

In  response  to  a  number  of  comments, 
the  concept  of  "publicly  traded”  is  ex¬ 
panded  imder  the  final  regulations  to 
Include  securities  quoted  on  a  system 
sponsored  by  a  registered  national  secu¬ 
rities  association.  The  primary  effect  of 
this  change  is  to  limit  the  extent  to  which 
a  put  optical  is  required. 

<  2)  Scope  or  ESOP  Loan  Exemption 

Many  comments  suggest  that  the  pro¬ 
posed  amendment  limiting  the  scope  of 
the  ESOP  loan  exemption  to  the  prohibi¬ 


tions  of  section  4975(c)(1)  (A)  through 
(D)  is  not  supported  by  ERISA  or  its  leg¬ 
islative  history.  The  same  criticism  is 
made  ccmcemlng  the  recruirement  that 
loans  Involving  fiduciary  self-dealing 
must  be  arranged  and  approved  by  an 
independent  fiduciary. 

Based  upcHi  a  review  of  the  comments 
and  the  legLslative  history,  the  scope  of 
the  ESOP  loan  exemption  is  expanded 
imder  the  final  regulations.  The  only 
prohibited  transactions  to  which  the  ex¬ 
emption  under  section  4975(d)(3)  does 
not  apply  are  those  arising  under  sec¬ 
tion  4975(c)  (1)  (F) ,  relating  to  the  re¬ 
ceipt  by  a  fiduciary  of  any  consideration 
for  his  own  personal  account  from  a 
party  dealing  with  a  plan.  Also,  the  in¬ 
dependent  fiduciary  requirement  is  elimi¬ 
nated  under  the  final  regulations. 

The  ERISA  Conference  Report  states 
that,  because  of  potential  problems  with 
respect  to  ESOP  loans  by  disqualified 
persons,  “the  conferees  intend  that  all 
aspects  of  these  transactions  will  be 
subject  to  special  scrutiny  by  the  De¬ 
partment  Labor  and  the  Internal  Rev¬ 
enue  Service  to  oisure  that  they  are 
primarily  for  the  benefit  of  idan  partici¬ 
pants  and  beneficiaries”  (HR.  Rep.  No. 
93-1280,  93d  Omg..  2d  Sess.,  313  (1974) ) . 
The  final  regulations  make  it  clear  that 
the  "special  scrutiny”  for  ESOP  trans¬ 
actions  referred  to  by  the  conferees  is 
not  meant  to  require  an  administrative 
exemption  for  loans  by  fiduciaries. 
Rather,  the  bmguage  Is  interpreted  as 
requiring  the  careful  examination  of 
these  transactions  to  ensure  that  they 
are  primarily  for  the  benefit  of  partici¬ 
pants  and  their  beneficiaries  and  that 
they  satisfy  the  requirements  of  section 
404(a)(1)  of  ERISA. 

(3)  PRIMARY  BENEFIT  REQUIREMENT 

The  requirement  that  an  ESOP  loan 
be  made  primarily  for  the  benefit  ot  par¬ 
ticipants  and  beneficiaries  of  the  plan  is 
expressed  with  greater  specificity  under 
the  final  regulations.  In  response  to  com¬ 
ments  requesting  darlflcatlon  of  this 
provision,  two  tests  are  added  under 
9  54.4975-7(b)  (3)  to  illustrate  how  a  de¬ 
termination  can  be  made  with  respect  to 
whether  a  transaction  meets  the  pri¬ 
mary  benefit  requirement.  The  first  test, 
derived  from  the  ERISA  Conference  Re¬ 
port,  invoh’es  a  determination  based  on 
the  projected  net  effect  of  the  loan  tm 
the  ESOP  over  the  duration  of  the  trans¬ 
action.  (See  ERISA  Conference  Report, 
p.  313.)  The  second  test  requires  that  the 
terms  of  an  ESOP  loam  be  at  least  as  fav¬ 
orable  as  a  comparable  loan  resulting 
from  armslength  negotiations  involving 
independent  parties. 

(4)  DEFAULT 

Tile  proposed  amendment  restricts  the 
transfer  of  plan  assets  in  the  event  of 
default  to  a  failure  to  meet  the  loan  pay¬ 
ment  schedule.  As  suggested  in  the  com¬ 
ments,  the  final  regulations  are  less  re¬ 
strictive.  The  limitation  on  the  transfer 
of  plan  assets  in  the  event  of  default  iq>- 
plies  only  to  loans  in  which  the  dis¬ 
qualified  pers(m  extends  credit  in  a  form 
other  than  a  guarantee. 
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(S)  MLXASl  riOM  BMCtnCSItANCl  AND 
8X7SPEKSK  ACCOVNT 

The  proposed  amendments  require 
securities  to  be  released  in  at  least  equal 
annual  amounts  from  encumbrance  and 
from  a  suspense  account.  Hds  rule  is 
eliminated  from  the  final  regulations 
because,  as  pointed  out  in  the  comments, 
it  is  unnecessarily  rigid.  Instead,  the  final 
regulations  now  provide,  as  a  general 
rule,  for  release  of  securities  from  en¬ 
cumbrance  and  the  suspense  account  as 
principal  and  interest  are  paid.  Also,  an 
alternative  rule  now  permits  release  from 
encumbrance  and  from  the  suspense  ac¬ 
count  with  reference  to  principal  pay¬ 
ments  (mly.  In  the  case  of  loans  made 
after  November  1.  1977.  the  alternative 
applies  only  to  loans  with  a  term  of  10 
years  or  less  that  require  payments  at  a 
cumulative  rate  not  less  rapid  than  level 
annual  payments.  In  these  cases,  interest 
payments  will  not  be  disregarded  unless 
based  on  standard  loan  amortization 
tables. 

The  final  regulations  note  that  the  re¬ 
lease  of  seciirities  in  imequal  annual 
amoimts  may  reflect  conditions  causing 
plan  disqualification  if  oontrlbutimis  are 
not  substantial  and  reciurlng  or  if  the 
limitations  cm  annual  additions  under 
section  415  are  exceeded. 

(6)  PUT  OPTIONS 

Ihe  comments  address  various  aspects 
of  the  put  option  provision  imder  the 
proposed  amendments.  Several  com¬ 
ments  express  concern  over  the  strain  on 
an  employer’s  cash  supply  that  coxild 
result  from  the  continuous  exercise  of 
put  options  by  participants,  imiess  in¬ 
stallment  payments  were  permissible. 
Others  point  out  that  imder  certain  cir¬ 
cumstances,  the  corporate  laws  of  several 
states  prohibit  corporations  frcxn  pur¬ 
chasing  their  own  securities,  and  that 
certain  corporations,  e.g.,  banks,  may  be 
absolutely  prohibited  by  law  from  issuing 
put  options. 

The  final  regulations  relating  to  put 
options  reflect  many  of  these  comments. 
TTierefore.  they  differ  considerably  from 
the  proposed  amendments. 

The  final  regulations  address  the 
problem  that  arises  if  an  employer  is 
prohibited  by  law  from  honoring  a  put 
option.  In  such  cases,  a  third  party  other 
than  the  ESOP  must  be  bound  to  honor 
the  put  option.  They  also  make  it  clear 
that  the  EISOP  must  not  be  bound  under 
any  circumstances  to  honor  a  put  option. 
However,  it  may  be  granted  the  option  to 
assume  the  rights  and  obligations  of  ttie 
employer  at  the  time  that  the  put  option 
is  exercised. 

The  minimum  duration  of  the  put  op¬ 
tion  is  reduced  to  15  months.  However, 
if.  for  example,  the  employer  or  a  des¬ 
ignated  third  party  is  prohibited  by  law 
from  honoring  a  put  option,  the  15- 
month  period  runs  only  v^en  the  legal 
restriction  ceases  to  a^ly.  Also,  a  secu¬ 
rity  not  subject  to  a  put  (Hition  when  dis¬ 
tributed  must  be  subject  to  the  require- 
mmts  for  put  options  if,  for  example, 
it  ceases  to  be  publiciy  traded  within  15 
months  after  distribution. 


Other  new  put  option  provtolmis  in¬ 
clude  a  limitation  on  the  numbw  of  years 
over  idilch  periodic  payments  uzkler  a 
put  option  may  be  spread  and  a  prohlM- 
ti<m  of  certain  payment  restrictions. 
Also,  the  sc(H>e  of  the  put  option  require¬ 
ment  is  expanded  to  include  publicly 
traded  securities  that  are  not  freely 
tradable  because  of  certain  restrictions. 

(7)  SPECIAL  RULES  FOR  CERTAIN  EXEMPT 
LOANS 

A  number  of  comments  indicate  the 
need  to  permit  retroactive  amendment 
of  certain  EISOP  loans  to  prevent  inad¬ 
vertent  prohibited  transactions  In  loan 
agreements  consummated  in  good  faith 
before  the  publication  of  the  final  regu¬ 
lations.  In  light  of  these  comments,  the 
proposed  amendments  are  modified  to 
provide  transitional  relief. 

The  regulations  provide  special  rules 
for  loans  entered  into  before  January  1, 
1976.  These  loans  are  not  subject  to  the 
requirements  relating  to  puts,  calls  or 
other  (^tlons,  or  buy-sell  or  similar  ar¬ 
rangements;  liability  of  ESOP’s;  default; 
release  from  encumbrance ;  rights  of  first 
refusal;  put  options;  and  other  loan 
terms.  They  are  subject  to  the  remaining 
provisions  of  the  regulation  because  these 
provisions  could  be  reasonably  anticipat¬ 
ed  by  reading  the  statutory  provisions 
relsiting  to  ESOP’s. 

Other  special  rules  apply  more  restric- 
tively  to  loans  made  between  January  1, 
1976,  and  November  1.  1977.  These  addi¬ 
tional  restrictions  embody  provisions 
contained  in  Technical  Informaticm  Re¬ 
lease  1413,  guidelines  relating  to  ESOP’s. 
published  on  November  4,  1975  (1975-50 
I.R.B.  16).  However,  these  special  rules 
would  allow  an  ESOP  loan  made  during 
this  period  to  be  exempt  for  the  entire 
loan  period  even  though  the  loan  fails 
to  satisfy  the  three  additional  provislcms 
under  the  special  rules  for  release  from 
encumbrance  or  the  provisions  relating 
to  rights  of  first  refusal  and  default. 

In  addition,  a  loan  may  be  retroac¬ 
tively  amoided  under  the  final  regula- 
ticHis  to  comidy  with  the  default  and 
put  option  provisions.  Under  the  qiecial 
rule  for  put  options,  a  security  distrib¬ 
uted  without  a  put  option  will  satisfy 
the  final  regtilatlons  as  of  the  date  of 
distribution  if  by  November  1.  1977  the 
security  becomes  subject  to  a  put  option 
satisfying  the  regulations.  The  15-month 
period  for  the  duration  of  the  put  (wtlon 
begins  with  the  date  on  whl^  the  se¬ 
curity  becomes  subject  to  the  put  option. 

(8)  TRANSITIONAL  RULES  FOR  PLANS 

The  comm«its  also  note  that  transi¬ 
tional  rules  are  lacking  under  the  pro¬ 
posed  amendmmts  for  plan  qualification 
as  an  ESOP.  This  rell^  is  available  un¬ 
der  the  final  regulations  for  ESOP’s  es¬ 
tablished  before  November  1. 1977  if  they 
are  amended  by  December  31,  1977,  to 
satisfy  the  final  regulations. 

(9)  PURCHASE  OF  LIFE  INSURANCE 

Many  comments  criticize  the  limita¬ 
tion  in  the  pn^iosed  amoidments  on  the 
purchase  oi  life  insurance  policies  with 
ESOP  assets  that  are  not  the  proceeds 


of  an  exempt  loan.  That  limitation  is 
deleted.  Thus,  in  general,  the  rules  ap- 
pllcaUe  to  purchases  of  life  insurance 
by  qualified  jdans  apply  to  ESOP’a  How¬ 
ever.  the  rule  of  ^e  mtHiosed  amend¬ 
ments  restricting  the  use  of  exempt  loan 
proceeds  by  an  ESOP  is  unchanged. 
’Thus,  an  ESOP  loan  is  not  exempt  if 
life  insurance  policies  are  acquired  with 
the  loan  proce^. 

(10)  VALUATION 

Many  conunents  urge  deleticm  of  the 
requirement  that  an  annual  certificate 
of  value  must  be  provided  in  certain  situ¬ 
ations.  The  final  regulations  delete  this 
requiremCTit.  Ihey  also  add  the  require¬ 
ment  that  any  determination  of  value 
must  be  made  hi  good  faith.  In  the  case 
of  a  transactiem  involving  a  plan  and  a 
disqualified  persrni,  this  determination 
must  be  made  as  of  the  date  of  the  trans¬ 
action.  In  all  other  cases,  it  must  be  made 
as  of  the  most  recent  valuation  date  im¬ 
der  the  plan. 

An  independent  appraisal  Is  recognized 
as  a  good  faith  determinatiim  of  value. 
However,  in  the  case  of  a  transaction 
betweoi  a  plan  and  a  disqualified  p^sim. 
a  determination  based  only  on  an  inde¬ 
pendent  appraisal  may  not  be  cmiclusive. 

(ID  QUALIFTINO  EMPLOYER  SECURITY 

The  term  “other  equity  security”  Is 
included  in  the  definition  of  “qualifying 
employer  security”  under  the  Code  but 
not  under  section  407(d)  (5)  of  ERISA. 
The  prcqxised  amendments  are  silent  on 
this  difference.  One  commoit  suggests 
that  this  difference  is  of  substantive  sig¬ 
nificance.  Since  insuflBcient  justiflcaticHi 
Is  offered  in  suimort  of  this  suggestiim. 
no  change  is  made. 

Guidelines  Superseded 

Questlcms  and  answers  relating  to 
ESOP’s  were  published  in  Technical  In¬ 
formation  Release  (TTR)  1413  (m  No¬ 
vember  4. 1975,  as  gulddUnes  pending  the 
issuance  (tf  regulathms.  The  regulations 
under  this  Treasury  declskm  supersede 
the  following  of  those  questions  and 
answers  in  so  far  as  they  wply  to 
ESOP’s: 

(1)  0-1,  relating  to  definition  (ff 
ESOP; 

(2)  F-3,  relating  to  rights  of  first  re¬ 
fusal; 

(3)  F-4,  relating  to  call  options; 

(4)  F-5.  rdating  to  buy -sell  arrange¬ 
ments  with  shar^olders; 

(5)  F-6,  to  the  extoit  that  the  first 
paragraph  of  the  answer  aimlies  to  sec¬ 
tion  4975(e)  (7)  (A) ,  relating  to  the  fund¬ 
ing  of  ESOFs; 

(6)  F-9.  relating  to  incidental  life  in¬ 
surance;  and 

(7)  F-IO,  relating  to  loans  to  ESOP’s. 

DRAFTiNa  Information 

The  principal  author  of  this  regulation 
was  Thomas  Rogan  of  the  Legislation 
and  Regulaticms  Division  ot  the  Office 
of  Chief  Counsel,  Internal  Revenue  Serv¬ 
ice.  However,  personnd  from  other  offices 
of  the  Internal  Revenue  Service.  Treas¬ 
ury  Department,  and  Department  of 
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Labor  participated  In  developlnt  the  rec- 
ulatlon.  both  on  matten  of  substance 
and  s^le. 

Adoption  or  Ambndmints  to  th> 
Rbqulations 

Accordingly,  2®  CFR  Part  64  Is 
amended  as  follows: 

Paragraph  1.  There  is  Inserted  in  the 
appropriate  place  the  following  new  sec- 
timi: 

§  54.497^7  Olhw  Malulfw-y  rxrmp- 
liotu. 

(a)  [Reserved]. 

(b)  Loans  to  employee  stock  ownership 
plans — 

(1)  Definitions.  When  used  In  this 
paragraph  (b)  and  i  54.4975-11,  the 
terms  listed  below  have  the  following 
meanings: 

(I)  ESOP.  The  term  ‘‘ESOP”  refers  to 

an  employee  stock  ownership  plan  that 
meets  the  requirements  of  section  4975 
<e)  (7)  and  1 54.497S-11.  It  Is  not 

synonymous  with  “stock  bonus  jdan.” 
A  stock  bonus  plan  must,  however,  be 
an  ESOP  to  engage  in  an  exempt  loan. 
The  Qualification  of  an  ESOP  under 
section  401  (a)  and  I  54.4975-11  will  not 
be  adversely  affected  merely  because  It 
engages  in  a  non-exempt  loan. 

(II)  Loan.  The  term  "loan"  refers  to 
a  loan  made  to  an  ESOP  by  a  disquali¬ 
fied  person  or  a  loan  to  an  ESOP  which 
is  guaranteed  by  a  disqualified  perscm. 
It  includes  a  direct  loan  of  cash,  a  pur¬ 
chase-money  transaction,  and  an  as¬ 
sumption  of  the  obllgatiim  of  an  ESOP. 
“Ouarantee”  Includes  an  unsecured 
guarantee  and  the  use  of  assets  of  a  dis¬ 
qualified  persmi  as  collateral  for  a  loan, 
even  though  the  use  of  assets  may  not  be 
a  guarantee  under  applicable  state  law. 
An  amendment  of  a  locm  in  order  to 
qualify  as  an  exempt  loan  Is  not  a  re¬ 
financing  of  the  loan  or  the  making  (ff 
another  loan. 

(ill)  Exempt  loan.  The  term  "exempt 
loan”  refers  to  a  loan  that  satisfies  the 
provisions  of  this  paragraph  (b) .  A  "non¬ 
exempt  loan”  is  one  that  fails  to  satisfy 
such  provisions. 

(iv)  Publicly  traded.  The  term  "pub¬ 
licly  traded”  refers  to  a  security  that  is 
listed  <m  a  national  securities  exchange 
registered  under  section  6  of  the  Securi¬ 
ties  Exchange  Act  of  1934  (15  UE.C. 
78f )  or  that  is  quoted  on  a  system  spcm- 
sored  by  a  natimial  securities  association 
registered  under  section  l5A(b)  of  the 
Seciu-lties  Ebichange  Act  ( 15  U.S.C.  78o) . 

(V)  Qualifying  empUryer  security.  The 
term  "qualifying  employer  security”  re¬ 
fers  to  a  security  described  in  S  54.4975- 
12. 

(2)  Statutory  exemption. — (i)  Scope. 
Section  4975(d)(3)  provides  an  exemp¬ 
tion  from  the  excise  tax  imposed  under 
section  4975  (a)  and  (b)  by  reason  of 
section  4975(c)(1)  (A)  through  (E). 
Section  4975(d)  (3)  does  not  provide 
an  exemption  frcnn  the  imposition  of 
such  tax  by  reason  of  section  4975(c) 
(IXF),  relating  to  fiduciaries  receiving 
consideration  for  thekr  own  personal  ac¬ 
count  from  any  party  dealing  with  a  plan 


In  eonnectton  with  a  transaction  InvolT- 
Ing  the  Income  or  aseets  of  the  plan. 

(ID  Special  serutinp  of  transmetkm. 
The  exemption  under  section  4975(d) 

(3)  Includes  within  Its  scope  certain 
transactions  In  which  the  pc^entlal  for 
self-dealing  by  fiduciaries  exists  and  In 
which  the  Interests  of  fiduciaries  may 
confilct  with  the  interests  of  partici¬ 
pants.  To  guard  against  those  potential 
abuses,  the  Internal  Revenue  Service  will 
subject  these  transactlmis  to  special 
scrutiny  to  ensure  that  they  are  primari¬ 
ly  for  the  benefit  of  participants  and 
their  beneficiaries.  Although  the  trans- 
actlims  need  not  be  arranged  and  ap¬ 
proved  by  an  independent  fiduciary,  fi¬ 
duciaries  are  cautioned  to  exercise  scru¬ 
pulously  their  discretion  In  approving 
them.  For  example,  fiduciaries  should  be 
prepared  to  demonstrate  compliance 
with  the  net  effect  test  and  the  arm’s- 
length  standard  under  paragrai^  (b) 
(3)  (11)  and  (111)  of  this  section.  Also, 
fiduciaries  should  determine  that  the 
transactlcm  Is  truly  arranged  primarily 
hi  the  lnteret4  of  participants  and  their 
beneficiaries  rather  than,  for  example.  In 
the  Interest  of  certain  selling  share¬ 
holders. 

(3)  Primary  benefit  requirement. — (D 
In  general.  An  exempt  loan  must  be  pri¬ 
marily  for  the  benefit  of  the  ESOP  par¬ 
ticipants  and  their  beneficiaries.  All  the 
surrounding  facts  and  circumstances.  In¬ 
cluding  those  described  In  paragraph 
(b)(3)  (ii)  and  (ill)  of  this  secticm,  will 
be  considered  hi  determining  whether 
the  loan  satisfies  this  requirement.  How¬ 
ever,  no  loan  will  satisfy  the  requirement 
imless  It  satisfies  the  requirements  of 
paragraphm  (b)  (4),  (5),  and  (6)  of  this 
section. 

(11)  Net  effect  on  plan  assets.  At  the 
time  that  a  loan  is  made,  the  Interest 
rate  fm*  the  loan  and  the  price  oi  securi¬ 
ties  to  be  acquired  with  the  loan  proceeds 
should  not  be  such  that  plan  assets 
might  be  drained  off. 

(iii)  Arm’s-ZengfA  standard.  The  terms 
of  a  loan,  whether  or  not  between  In¬ 
dependent  parties,  must,  at  the  same 
time  the  loan  Is  made,  be  at  least  as 
favorable  to  the  ESOP  as  the  terms  of  a 
comparable  loan  resulting  from  arm’s- 
length  negotiations  between  independent 
parties. 

(4)  Use  of  loan  proceeds.  The  proceeds 
of  an  exempt  loan  must  be  used  within 
a  reasonable  time  after  their  receipt  by 
the  borrowing  ESOP  only  far  any  or  all 
of  the  following  purposes: 

(i)  To  acquire  qualifying  employer 
securities. 

(ii)  To  repay  such  loan. 

(ill)  To  repay  a  prior  exempt  loan. 
A  new  loan,  the  proceeds  of  which  are 
so  used,  must  satisfy  the  provlsl<ms  of 
this  paragraph  (b). 

Except  as  provided  In  paragraph  (b)  (9) 
and  (10)  of  this  section  or  as  otherwise 
required  by  applicable  law,  no  security 
acquired  with  the  proceeds  of  an  ex¬ 
empt  loan  may  be  subject  to  a  put,  call. 
(NT  other  option,  or  buy-sen  or  similar 
arrangement  while  held  by  and  when  dis¬ 
tributed  from  a  plan,  whether  or  not  the 
plan  Is  then  an  ESOP. 


(5)  liaMUty  and  collateral  of  ESOP 
for  lodn.  An  exempt  loon  must  be  with¬ 
out  reeourse  against  the  ESOP.  Further¬ 
more.  the  only  assets  oi  the  ESOP  that 
may  be  given  as  collateral  on  an  exempt 
loan  are  qualifying  employer  securities 
of  two  classes:  those  acquired  with  the 
proceeds  of  the  loan  and  those  that  were 
used  as  collateral  on  a -prior  exempt 
loan  repaid  with  the  proceeds  of  the  cur¬ 
rent  exempt  loan.  No  person  entitled  to 
payment  under  the  exempt  loan  shall 
have  any  right  to  assets  of  the  ESOP 
other  than: 

(I)  Collateral  given  for  the  loan, 

(II)  Contributions  (other  than  contri¬ 
butions  of  employer  securities)  that  are 
made  imder  an  ESOP  to  meet  its  obli¬ 
gations  under  the  loan,  and 

(III)  Earnings  attributable  to  such 
collateral  and  the  investment  of  such 
contributions. 

The  payments  made  with  respect  to  an 
exempt  loan  by  ESOP  during  a  plan 
year  must  not  exceed  an  amount  equal  to 
the  sum  oi  such  contributions  and 
earnings  received  during  or  prior  to  the 
year  less  stich  payments  In  prior  yeans 
Such  contributions  and  earnings  must 
be  accounted  for  separately  In  the  books 
of  account  of  the  ESOP  until  the  loan  i«: 
repaid. 

(8)  Default.  Hi  the  event  of  default 
upon  an  exnnpt  loan,  the  value  of  plan 
assets  transferred  In  satisfaction  of  the 
loan  must  not  exceed  the  amount  of  de¬ 
fault.  If  the  lender  Is  a  disqualified  per¬ 
son,  a  loan  must  provide  for  a  transfer 
of  plan  assets  upon  default  only  upon 
and  to  the  extent  of  the  failure  of  the 
plan  to  meet  the  payment  schedule  of 
the  loan.  For  purposes  of  this  subpara¬ 
graph  (6),  the  making  of  a  guarante'' 
does  not  make  a  perstm  a  lender. 

(7)  Reasonable  rate  of  interest.  Tlte 
Interest  rate  of  a  loem  must  not  be  in 
excess  of  a  reasonable  rate  of  interest. 
All  relevant  factors  will  be  considered  in 
determining  a  reasonable  ratejof  inter¬ 
est,  Including  the  amount  and  duration 
of  the  loan,  the  security  and  guaranty 
(if  any)  Involved,  the  credit  standing 
of  the  EBCH*  and  the  guarantor  (if 
any),  and  the  Interest  rate  ]x«vaUing 
for  comparable  loans.  When  these  fac¬ 
tors  are  considered,  a  variable  interest 
rate  may  be  reasonable. 

(8)  Release  from  encumbrance — »ii 
General  rule.  In  general,  an  exempt  loan 
must  provide  for  the  release  from  en¬ 
cumbrance  under  this  subdivision  (i)  of 
plan  assets  used  as  collateral  for  the 
loan.  For  each  plan  year  during  the  dur¬ 
ation  of  the  loan,  the  number  of  securi¬ 
ties  released  must  equal  the  number  of 
encumbered  securities  held  Immediately 
before  release  for  the  current  plan  year 
multiplied  by  a  firactlon.  The  numerator 
of  the  fraction  Is  the  amount  of  principal 
and  Interest  paid  for  the  year.  The  de¬ 
nominator  of  the  fraction  Is  the  sum  of 
the  numerator  plus  the  principal  and  In¬ 
terest  to  be  paid  for  all  future  yean. 
See  i  54.4975-7(b)  (8)  (Iv).  ’Ihe  number 
of  future  yean  under  the  loan  must  bo 
definitely  ascertainable  and  must  be  de¬ 
termined  without  taking  Into  aceounl 
any  poss&ile  otensloos  or  renewal  pe- 
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Hods.  If  the  interest  rate  under  the  loan 
is  Tariable,  the  Interest  to  be  paid  in  fa> 
ture  jrears  must  be  eompated  by  using 
the  interest  rate  apirflcable  as  of  the  end 
of  the  plan  year.  If  collateral  includes 
more  than  one  class  ot  securities,  the 
numbo:  of  securittes  of  ea^  class  to  be 
rrieased  for  a  plan  year  must  be  deter¬ 
mined  by  applying  the  same  fraction  to 
each  class. 

(ii)  Special  rule.  A  loan  will  not  fail  to 
be  exempt  merely  because  the  number  of 
securities  to  be  released  from  encum¬ 
brance  is  determined  solely  with  refer¬ 
ence  to  prlnclpcd  paym^ts.  However,  if 
release  is  determined  with  reference  to 
principal  payments  cmly,  the  following 
three  additional  rules  apply.  The  first 
rule  is  that  the  loan  must  provide  for 
annual  payments  of  principal  and  inter¬ 
est  at  a  cumulative  rate  that  is  not  less 
rapid  at  any  time  than  level  annual  pay¬ 
ments  of  such  amounts  fw  10  years. 'The 
second  rule  is  that  interest  included  in 
any  payment  is  disregarded  cmly  to  the 
extoit  that  it  would  be  determined  to  be 
interest  under  standard  loan  amortiza¬ 
tion  tables.  The  third  rule  is  that  this 
subdivision  (lU  is  not  applicable  from 
the  time  that,  by  reasmi  of  a  renewal, 
extension,  or  refinancing,  the  siun  of  the 
expired  duration  of  the  exonpt  loan,  the 
renewal  period,  the  extension  period,  and 
the  duration  of  a  new  exonpt  loan  ex¬ 
ceeds  10  years. 

(ill)  Caution  against  plan  disQualiAca- 
tion.  Under  an  exempt  loan,  the  nundser 
of  securities  rdeased  from  encumbrance 
may  vary  from  year  to  year.  The  release 
of  securities  dQ>ends  upon  certain  em¬ 
ployer  contributions  and  earnings  under 
the  ESOP.  Under  5  54.4975-11  (d)  (2) 
actual  allocatlcms  to  pcuticlpants’  ac¬ 
counts  are  based  upon  assets  withdrawn 
from  the  suspense  account  Nevertheless, 
for  purposes  of  allying  the  limitations 
under  secticm  415  to  these  allocations, 
under  |  54.4975-11  (a)  (8)  (il)  contribu¬ 
tions  used  by  the  ESOP  to  pay  the  loan 
are  treated  as  annual  additions  to  par- 
.tlclpants’  accounts.  Ther^ore,  particular 
caution  must  be  exercised  to  avoid  ex¬ 
ceeding  the  maximum  annual  additions 
imder  section  415.  At  the  same  time,  re¬ 
lease  fnxn  encumbrance  in  n.nnnft.1  vary¬ 
ing  numbers  may  refiect  a  failure  on  the 
pent  of  the  onployer  to  make  substantial 
and  reciUTlng  contributions  to  the  ESOP 
which  wiU  lead  to  loss  ot  qualification 
under  section  401(a).  The  Internal  Rev¬ 
enue  Service  will  observe  closely  the 
operation  of  ESOP*s  that  release  encum¬ 
bered  securities  in  varying  anTum.! 
amounts,  partUnilarly  those  that  provide 
tor  the  deferral  of  loan  payments  or  tar 
ballo(Hi  pasrments. 

(iv)  Illustration.  The  general  rule  un¬ 
der  paragraph  (b)  (8)  (i)  of  this  section 
operates  as  illustrated  in  the  following 
example: 

Example.  Corporation  X  estabUahea  an 
ESOP  that  borrows  $750.0(X)  from  a 
X  guaranteoB  ttw  lofm.  which  Is  for  15  yean 
at  6%  interest  and  la  payable  in  level  an¬ 
nual  amounts  o<  $73,258.72.  Total  paymenta 
on  tha  loan  are  $1,063,850.80.  The  ESOP  uses 
tba  antira  loan  prooeada  to  acquire  15,000 
Bharaa  of  X  stock  which  la  used  aa  collateral 
tor  tha  kian.  Tha  nunUMr  of  aacurltiea  to  ba 


ralaaaad  tor  tba  nnt  year  la  IbOO  aharea,  t.e.. 
16.000  mans  X  im48e.7i/»i.onjioAo  = 
15,000  aharea  z  1/15.  Tha  numbar  of  aecurltlea 
to  ba  ralaaaad  for  tha  aaoond  yaar  la  1,000 
ahanw  Ia,  14>,000  aharaa  X  •Ta.MA.TV 
$1,011,504.06  =  14,000  aharaa  X  1/14.  If  aU 
loan  paymenta  are  made  aa  originally  aohed- 
ided.  tha  number  of  aecurltlea  released  In 
aaoh  succeeding  year  of  tha  loan  will  aiao 
ba  1,000. 

(9)  Right  of  first  refusal.  Qualifying 
employer  securities  acquired  with  pro¬ 
ceeds  of  an  exempt  loan  may.  but  need 
not,  be  subject  to  a  right  (rf  first  refusaL 
However,  any  such  right  must  meet  the 
requirements  of  this  subpiaragraph  (9). 
Securities  subject  to  such  right  must  be 
stock  or  an  equity  security,  or  a  debt 
security  convertible  into  stock  or  an 
equity  security.  Also,  the  securities  must 
not  be  publicly  traded  at  the  time  the 
right  may  be  exercised.  The  ri^t  of 
first  refu^  must  be  in  favor  of  the  em¬ 
ployer,  the  ESOP.  or  b(^  in  any  order 
of  priority.  The  selling  price  and  other 
terms  under  the  right  must  not  be  less 
favorable  to  the  seller  than  the  greater 
of  tbe  value  of  the  security  determined 
under  !  54.4975-11  (d)  (5).  or  the  pur¬ 
chase  price  and  other  terms  offered  by 
a  buyer,  other  than  the  employer  or  the 
ESOP.  making  a  good  faith  offer  to  pur¬ 
chase  the  security.  The  right  of  first  re¬ 
fusal  must  lapse  no  later  than  14  days 
after  the  security  holder  gives  written 
notice  to  the  bolder  of  the  right  that  an 
offer  by  a  third  party  to  purchase  the 
security  has  been  received. 

(10)  Pttf  option.  A  qualifying  employer 
security  acqidred  with  the  proceeds  of  an 
exempt  loan  by  an  ESOP  after  Septem¬ 
ber  30.  1976.  must  be  subject  to  a  put 
option  if  it  is  not  publicly  traded  when 
distributed  or  if  it  is  subject  to  a  trad¬ 
ing  limitation  when  distributed.  For 
purposes  of  this  sumfparagn^  (10),  a 
“trading  Un^tation’'  on  a  security  is  a 
restettkm  under  any  Federal  or  state  se¬ 
curities  law,  any  regulation  thereunder, 
or  an  agreement,  not  prohibited  by  this 
paragraph  (h).  affecting  the  security 
which  would  make  the  security  not  as 
freely  tradable  as  one  not  subject  to 
such  restriction.  The  put  option  must 
be  exerclscdde  only  by  a  iiarticlpcuxt.  by 
the  participant’s  donees,  or  by  a  persem 
(Including  an  estate  or  Its  distributee) 
to  whom  the  security  passes  by  reason 
of  a  pcutlclpantlB  deaith.  (Under  this 
subpeuWraph  (10),  “participant’’  means 
a  participant  and  beneficiaries  of  the 
partlclpemt  imder  the  ESOP.)  The  put 
optton  must  permit  a  participant  to  pnit 
the  security  to  the  employer.  Under  no 
circumstances  may  the  put  (xiUon  bind 
the  ESOP.  However,  it  may  grant  the 
ESOP  an  option  to  assume  the  rights 
and  obligations  of  the  «nployer  at  the 
time  that  the  put  option  is  exercised.  If 
it  is  known  at  the  time  a  loan  is  made 
that  Federal  or  state  law  will  be  vio¬ 
lated  by  the  emplojrer’s  honoring  such 
put  option,  the  put  option  must  permit 
the  security  to  be  put,  in  a  manner  con¬ 
sistent  with  such  law,  to  a  third  party 
(e.g..  an  affiliate  of  the  employer  or  a 
shareholder  other  than  the  ESCH*)  that 
has  substantial  net  worth  at  the  time 
the  loan  is  made  and  whose  net  WOTth  is 


reasonaUy  expected  to  remain  substan¬ 
tial. 

(11)  Duration  of  put  option — (1)  Gen¬ 
eral  rule.  A  put  option  must  be  exercis¬ 
able  at  least  during  a  15-month  period 
which  begins  on  the  date  the  security 
subject  to  the  put  option  is  distributed 
by  the  ESOP. 

(11)  Special  rule.  In  the  case  of  a  secu¬ 
rity  that  is  publicly  traded  without  re¬ 
striction  whra  distributed  but  ceases  to 
be  so  traded  within  15  months  after  dis¬ 
tribution.  the  employer  must  notify  each 
security  holder  in  writing  on  or  before 
the  tenth  day  after  the  date  the  security 
ceases  to  be  so  traded  that  for  the  re¬ 
mainder  of  the  15-month  period  the  se¬ 
curity  is  subject  to  a  put  option.  The 
number  of  days  between  such  tenth  day 
and  the  date  on  which  notice  is  actually 
given,  if  later  than  the  tenth  day.  must 
be  added  to  the  duration  of  the  put  op¬ 
tion.  The  notice  must  inform  distributees 
of  the  terms  of  the  put  options  that  they 
are  to  hold.  Such  terms  must  satisfy  the 
requirements  of  paragraph  (b)  (10) 
through  (12)  ot  this  section. 

(12)  Other  put  option  provisions. — (1), 
Manner  of  exercise.  A  put  option  Is  exer¬ 
cised  by  the  holder  notifying  the  em- 
pl<^er  In  writing  that  the  put  option  is 
being  exercised. 

(11)  Time  excluded  from  duration  of 
put  option.  The  period  during  whl(^  a 
put  option  Is  exercisable  does  not  include 
any  time  when  a  distributee  is  unable  to 
exercise  it  because  the  party  bound  by 
the  put  option  is  prohibited  from  honor¬ 
ing  it  by  applicable  Federal  or  state  law. 

(Ui)  Price.  The  price  at  which  a  put 
option  must  be  exercisable  is  the  value  of 
the  security,  determined  undo-  i  54.4975- 
11(d)(5). 

(iv)  Payment  terms.  Tlie  provisions 
for  payment  under  a  put  option  must  be 
reaecmable.  The  deferral  of  payment  is 
reasonable  if  adequate  security  and  a 
reasimable  Interest  rate  are  provided  tor 
any  credit  extended  and  if  the  cumula¬ 
tive  payments  at  any  time  are  no  less 
than  the  aggregate  of  reasonable  pe¬ 
riodic  payments  as  of  such  time.  Periodic 
pasrments  are  reasonable  if  annual  in¬ 
stallments.  beginning  with  30  days  after 
the  date  the  put  option  is  exercised,  are 
substantially  equal  Generally,  the  pay¬ 
ment  period  may  not  end  more  than  5 
years  after  the  date  the  put  option  is  ex¬ 
ercised.  However,  it  may  be  extended  to  a 
date  no  later  than  the  earlier  of  10  years 
fnxn  the  date  the  put  option  is  exercised 
or  the  date  the  proceeds  of  the  loan  used 
by  the  ESOP  to  acquire  the  security  sub¬ 
ject  to  the  put  option  are  entirely  repaid. 

(V)  Payment  restrictions.  Pnjment  un¬ 
der  a  put  option -may  be  restricted  by 
the  terms  of  a  loan,  including  one  used 
to  acquire  a  security  subject  to  a  put 
option  made  before  November  1,  1977. 
Otherwise,  pairment  under  a  put  option 
must  not  be  restricted  by  the  provisions 
of  a  loan  or  any  other  arrangement,  in¬ 
cluding  the  terms  of  the  employer’s 
articles  of  incorporation,  unless  so  re¬ 
quired  by  applicable  state  law. 

(13)  Other  terms  of  loan.  An  exempt 
loan  must  be  for  a  specific  term.  Such 
loan  may  not  be  payable  at  the  demand 
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of  any  person,  except  in  the  case  of  de¬ 
fault. 

(14)  Statui  oj  plan  at  ESOP.  To  be 
exempt,  a  loan  must  be  made  to  a  plan 
that  is  an  ESOP  at  the  time  of  such 
loan.  However,  a  loan  to  a  plan  for¬ 
mally  designated  as  an  ESOP  at  the  time 
of  the  loan  that  fails  to  be  an  EBOP 
because  it  does  not  comply  with  section 
401(a)  of  the  Code  or  i&4.4»75-ll  wlU 
be  exempt  as  of  the  time  of  such  loan 
if  the  plan  is  amended  retroactively  un¬ 
do- secUon  401(b)  or  i  54.4975-11  (a)  (4). 

(15)  Special  rules  for  certain  loans. — 

(1)  Loans  made  before  January  1,  1976. 
A  loan  made  befoe  January  1,  1076,  or 
made  afterwards  imder  a  binding  agree¬ 
ment  in  effect  on  January.  1,  1976  (or 
under  renewals  permitted  by  the  terms 
of  the  agreement  on  that  date)  is  ex¬ 
empt  for  the  entire  period  of  the  loan 
if  it  otherwise  satisfies  the  provisions 
of  this  paragraph  (b)  for  such  period, 
even  though  it  does  not  satisfy  the  fol¬ 
lowing  provisions  of  this  section:  the 
last  sentence  of  paragraph  (b)(4)  and 
all  of  paragraph  (b)  (5),  (6),  (8)  (1) 
and  (11) .  and  (9)  through  (13) ,  inclusive. 

(11)  Loans  made  after  December  31, 
1975,  but  before  November  1,  1977.  A 
loan  made  after  December  31,  1975,  but 
before  November  1,  1977  or  made  after¬ 
wards  under  a  binding  agreement  in 
effect  on  November  1, 1977  (or  under  re¬ 
newals  permitted  by  the  terms  of  the 
agreement  on  that  date)  is  exempt  for 
the  entire  period  of  the  loan  if  it  other¬ 
wise  satisfies  the  provisions  of  this  para¬ 
graph  (b)  for  such  period  even  though 
it  does  not  satisfy  the  following  pro¬ 
visions  of  this  section:  paragraph  (b) 
(6)  and  (9)  and  the  three  additional 
rules  listed  in  paragraph  (b)  (8)  (ii). 

(lU)  Release  rule.  Notwithstanding 
paragraph  (b)(15)  (i)  and  (ii)  of  this 
section,  if  the  proceeds  of  a  loan  are 
used  to  acquire  securities  after  Novem¬ 
ber  1.  1977,  the  loan  must  comply  by 
such  date  with  the  provisions  of  para¬ 
graph  <b)(8)  of  this  section. 

(iv)  Default  rule.  Notwithstanding 
paragraph  (b)(15)  (i)  and  (ii)  of  this 
section,  a  loan  by  a  disqualified  person 
other  than  a  guarantor  must  meet  the 
requirements  of  paragraph  (b)  (6)  of 
this  section.  A  loan  will  meet  these  re¬ 
quirements  if  it  is  retroactively  amended 
before  November  1,  1977  to  meet  these 
requirements. 

(V)  Put  option  rule.  With  respect  to  a 
security  distributed  before  November  1, 
1977,  the  put  option  provisions  of  para¬ 
graph  (b)  (19),  (11),  and  (12)  of  this 
section  will  be  deemed  satisfied  as  of  the 
date  the  security  is  distributed  if  by  De¬ 
cember  31,  1977,  the  security  is  subject 
to  a  put  option  satisfying  such  provi¬ 
sions.  For  purposes  of  satisfying  such 
psovisions,  the  security  will  deemed 
distributed  on  the  date  the  put  optiem  is 
Issued.  However,  the  put  (vtion  ix-ovi- 
slons  need  not  be  satisfied  with  respect  to 
a  security  that  is  not  owned  cm  Novem¬ 
ber  1,  1977,  by  a  person  in  whose  hands 
a  put  option  must  be  exercisable. 

Par.  2.  TTiere  are  inserted  in  the  ap¬ 
propriate  place  the  following  new  see- 
tlons: 
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8  54.497S-11  **ESOP**  requiremenU. 

(a)  In  ooneral. — (1)  Type  of  plan.  To 
be  an  "EBOP*'  (employee  stock  owner- 
plan),  a  plan  described  in  section 
4975(e)(7)(A)  must  meet  the  require¬ 
ments  of  this  section.  See  secticxi  4975 
(e)(7)(B). 

(2)  Designation  as  ESOP.  To  be  an 
ESOP.  a  idan  must  be  formally  desig¬ 
nated  as  such  in  the  plan  dociunent. 

(3)  N on-terminable  provisions.  [Re¬ 
served! 

(4)  Retroactive  amendment.  A  plan 
meets  the  requirements  of  this  section  as 
of  the  date  that  it  is  designated  as  an 
ESOP  if  it  is  amended  retroactively  to 
meet,  and  in  fact  does  meet,  such  re¬ 
quirements  at  any  of  the  following  times: 

(i)  12  months  after  the  date  on  which 
the  plan  is  designated  as  an  ESOP; 

(ii)  90  days  after  a  determination  let¬ 
ter  is  issued  with  respect  to  the  qualifi¬ 
cation  of  the  plan  as  an  ESOP  under  this 
section,  but  only  if  the  determination  is 
requested  by  the  time  in  paragraph  (a) 
<4>  (i)  of  this  section;  or 

<  ili)  A  later  date  approved  by  the  dis¬ 
trict  director. 

(5)  Addition  to  other  plan.  An  ESOP 
may  form  a  portion  of  a  plan  the  bal¬ 
ance  of  which  includes  a  qualified  pen¬ 
sion,  profit-sharing,  or  stock  b(mus  plan 
which  is  not  an  ESOP.  A  reference  to  an 
ESOP  includes  an  ESOP  that  forms  a 
portion  of  another  plan. 

(6)  Conversion  of  existing  plan  to  an 
ESOP.  If  an  existing  pension,  profit- 
sharing,  or  stock  bonus  plan  is  converted 
into  an  ESOP,  the  requirements  of  sec¬ 
tion  404  of  the  Employee  Retirement  In¬ 
come  Security  Act  of  1974  (ERISA)  (88 
Stat.  877),  relating  to  fiduciary  duties, 
and  section  401(a)  of  the  Code,  relating 
to  requirements  for  plans  established  for 
the  exclusive  benefit  of  employees,  apply 
to  such  conversion.  A  conversion  may 
cemstitute  a  termination  of  an  existing 
plan.  For  definition  of  a  termination,  see 
the  regulations  under  section  411(d) 
(3)  of  the  Code  and  section  4041(f)  of 
ERISA. 

(7)  Certain  arrangements  barred. — (i) 
Buy-sell  agreements.  An  arrangement 
involving  an  ESOP  that  creates  a  put  op¬ 
tion  must  not  provide  for  the  issuance 
of  put  options  other  than  as  provided  un¬ 
der  s  54.4975-7 (b)  (10).  (11)  and  (12). 
Also,  an  ESOP  must  not  otherwise  obli¬ 
gate  itself  to  acquire  securities  from  a 
particular  security  holder  at  an  indefi¬ 
nite  time  determined  upon  the  happen¬ 
ing  of  an  event  such  as  the  death  of  the 
holder. 

(ii)  Integrated  plans.  [Reserved] 

(8)  Effect  of  certain  ESOP  provisions 
on  section  401  (a)  status. — (i)  Exempt 
loan  requirements.  An  ESOP  will  not  fail 
to  meet  the  requirements  of  section  401 
(a)  (2)  merely  because  it  gives  plan  as¬ 
sets  as  collateral  for  an  exempt  loan  un¬ 
der  §  54.4975-7  (b)  (5)  or  uses  plan  as¬ 
sets  imder  S  54.49757(b)  (6)  to  repay 
an  exempt  loan  in  the  event  of  default. 

(ii)  Individual  annual  contribution 
limitation.  An  ESSOP  wlU  not  fail  to  meet 
the  requirements  of  sectkxi  401(a)  (16) 
merely  because  annual  additions  under 
section  415(c)  are  calctilated  with  re¬ 


spect  to  employer  contributions  used  to 
repay  an  exempt  loan  rather  than  with 
respect  to  •curities  allocated  to  partici¬ 
pants. 

(ill)  Income  pass-through.  [Reserved). 

(9)  TransitUmal  rules  for  ESOP’s  es¬ 
tablished  before  November  1.  1977.  A 
plan  established  before  November  1. 1977 
that  otherwise  satisfies  the  provisions  of 
this  section  constitutes  an  ESOP  if  it  is 
amended  by  December  31,  1977,  to  com¬ 
ply  from  November  1,  1977  with  this 
section  even  though  before  November  i, 
1977  the  plan  did  not  satisfy  paragraphs 

(c)  and  (d)  (2).  (4).  and  ^5'  of  this 
section. 

(10)  Additional  transitional  rules.  (Re¬ 
served). 

(b)  Plan  designed  to  invest  primarily 
in  qualifying  employer  securities.  A  plan 
constitutes  an  ESOP  only  if  the  plan 
specifically  states  that  it  is  designed  to 
invest  primarily  in  qualifying  employer 
securities.  Thus,  a  stock  bonus  plan  or 
a  money  purchase  pension  plan  consti¬ 
tuting  an  ESOP  may  invest  part  of  its 
assets  in  other  than  qualifying  employer 
securities.  Such  plan  will  be  treated  the 
same  as  other  stock  bonus  plans  or 
money  purchase  pension  plans  qualified 
imder  section  401a  with  respect  to 
those  investments. 

(c)  Suspense  account.  All  assets  ac¬ 
quired  by  an  ESOP  with  the  prexeeds 
of  an  exempt  loan  under  section  4975 

(d) (3)  must  he  added  to  and  maintained 
in  a  suspense  accoimt.  They  are  to  be 
withdrawn  from  the  suspense  accoimt  by 
applying  S  54.4975-7 (b)  (8)  and  (15)  as 
if  all  securities  in  the  suspense  account 
were  encumbered.  Such  assets  acquired 
before  November  1.  1977,  must  be  with¬ 
drawn  by  applying  $  54.4975-7 (b)  (8)  or 
the  provision  of  the  loan  that  controls 
release  from  encumbrance.  Assets  in  such 
suspense  accounts  are  assets  of  the 
ESOP.  Thus,  for  example,  such  assets  are 
subject  to  section  401(a)  (2) . 

(d)  Allocations  to  accounts  of  partici¬ 
pants — (1)  In  general.  Except  as  pro¬ 
vided  in  this  sectiim,  amounts  contrib¬ 
uted  to  an  ESOP  must  be  allocated  as 
provided  under  §  1.401-1  (b)  (11)  and  (ili) 
of  this  chapter,  and  securities  acquired 
by  an  ESOP  must  be  accounted  for  a.s 
provided  under  8  1.402(a) -Kb)  (2)  (ii)  of 
this  chapter. 

(2)  Assets  withdrawn  from  suspense 
account.  As  of  the  end  of  each  plan  year, 
the  ESOP  must  consistently  allocate  to 
the  participants’  accounts  non -monetary 
units  representing  participants’  interests 
in  assets  withdrawn  from  the  suspense 
account. 

(3)  Income.  Income  with  respect  to  se¬ 
curities  acquired  with  the  pr(x:eeds  of 
an  exempt  loan  must  be  allocated  as  in¬ 
come  of  the  plan  except  to  the  extent 
that  the  ESOP  provides  for  the  use  of 
income  from  such  securities  to  repay  the 
loan. 

(4)  Forfeitures.  If  a  portion  of  a  par¬ 
ticipant’s  account  is  forfeited,  qualifying 
employer  securities  allocated  under  para- 
grairfi  (d)  (2)  of  this  section  must  be 
forfeited  only  after  other  assets.  If  in¬ 
terests  in  more  than  one  class  of  quali¬ 
fying  employer  securities  have  been  al¬ 
located  to  the  iMTtlcipant’s  account,  the 
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partlcipAnt  murt  be  treated  m  forfeittnff 
the  same  proportton  of  each  much  dam. 

(5)  ValuaiUm.  For  mipoeee  of 
i  54.4975-7  (b)  (9)  and  (12)  and  this 
section,  valuations  must  be  made  in  good 
faith  and  based  on  all  rdevant  factors 
for  determining  the  fair  market  value  of 
secxirities.  In  the  case  of  a  transaction 
betwem  a  plan  and  a  dlsqualifled  per¬ 
son,  value  must  be  determined  as  of  the 
date  of  the  transaction.  For  all  other 
purposes  under  this  subparagn4>h  (5), 
value  must  be  determined  as  of  the  most 
recent  valuation  date  under  the  plan. 
An  independent  appraisal  will  not  in 
itself  be  a  good  faith  determlnaticm  of 
value  in  the  case  of  a  transaction  be¬ 
tween  a  plan  and  a  disqualified  person. 
However,  in  oth^  cases,  a  determina¬ 
tion  of  fair  market  value  based  on  at 
least  an  annual  an^raisal  Independently 
arrived  at  by  a  person  who  customarily 
makes  such  iq>pralsals  and  who  is  In- 
dependoat  of  any  party  to  a  transac¬ 
tion  under  f  54.4975-T(b)  (9)  and  (12) 
will  be  deemed  to  be  a  good  faith  deter¬ 
mination  of  value. 

(e)  Multiple  plans. — (1)  General  rule. 
An  ESOP  may  not  be  considered  together 
with  another  plan  for  purposes  of  ap¬ 
plying  secticm  401(a)  (4)  and  (5)  or 
section  410(b)  unless: 

(1)  The  ESOP  and  such  other  plan 
exist  on  November  1.  1977,  or 

(ii)  Paragraph  Ce>  (2)  of  this  section  is 
satisfied. 

(2)  Special  rule  for  combined  ESOP’s. 
[Reserved! 

(f)  Distribution. — (1)  In  generaL  Ex¬ 
cept  as  provided  in  paragraph  (f)  (2) 
and  (3)  of  this  section,  with  respect  to 
dlstributiOTis.  a  portion  of  an  ESOP  con¬ 
sisting  of  a  stock  bonus  plan  at  a  money 
purchase  penskm  plan  is  not  to  be  dls- 
tingruished  fimn  other  such  plans  under 
secti(xi  401(a).  Thus,  for  example,  bene¬ 
fits  distributable  from  the  portitm  oX.  an 
£SOP  ccmslstlng  (rf  a  stock  bonus  plan 
are  distributable  only  in  stock  of  the  em¬ 
ployer.  Also,  benefits  distributable  from 
the  money-pnirchase  portion  of  the  FSOP 
may  be,  but  are  not  required  to  be,  dis¬ 
tributable  in  qxialifying  employer  securi¬ 
ties. 

(2)  Exempt  loan  proceeds.  If  securities 
acquired  with  the  proceeds  of  an  exempt 
loan  available  tor  distribution  consist  of 
more  than  one  class,  a  distributee  must 
receive  substantially  the  same  propor¬ 
tion  of  each  such  class.  However,  as  in¬ 
dicated  in  paragraph  (f)  (1)  of  this  sec- 
timi.  benefits  distributable  from  the  por- 
timi  of  an  ESOP  consisting  of  a  stock 
Ixxius  plan  are  distributable  only  in  stock 
of  the  employer. 

(3)  Income.  [Reserved! 

§  54.4975—12  Definitioii  of  ihr  term 
^'qualifying  employer  •ccurity”. 

(a)  In  general.  For  ptirposes  of  section 
4975(e)(8)  and  this  section,  the  term 
“qualifying  employer  aecurity”  means  an 
employer  security  which  is: 

(1)  Sto(^  or  otherwise  an  equity  se¬ 
curity,  or 

(2)  A  bond,  <M)aiture.  note,  or  certifi¬ 
cate  or  other  evldenoe  of  indebtedness 
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which  Ii  demribed  tu  paragmfiM  (1), 

(2) ,  and  (2)  of  section  802 (a). 

SpeeUd  nria.  In  determining 
whether  a  bond,  debenture,  note,  or  oer- 
tfflrate  or  other  evldenoe  of  indebtednees 
Is  described  in  paragrante  (1),  (2),  and 

(3)  of  section  503(e),  any  organisation 
described  in  section  401(a)  shall  be 
treated  as  an  organisation  subject  to  the 
provisions  of  section  503. 

(Sww.  4e76(a)  (7)  and  7806,  Revenua  Code  of 
1964  (SS  SUt.  97«.  SSA  SUt.  917;  M  UA.C. 
4976(e)  (7).7S06) .) 

JXKOICS  KUKTZ. 

Commissioner 
of  Internal  Revenue. 

Approved:  August  26. 1977. 

Lattxkncb  N.  Wooowosth, 

Assistant  Secretary  of  the 
Treasury. 

[FRDoc.  77-25696  FUed  8  30  77;2:52  pm) 
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PART  141— TEMPORARY  EXCISE  TAX  REG¬ 
ULATIONS  UNDER  THE  EMPLOYEE  RE¬ 
TIREMENT  1N(X>ME  SECURITY  ACT  OF 
1974 

Certain  Requirements  for  Employee  Stock 
Owneiehip  Plens 

AQEa^CY:  Internal  Revenue  Service, 
Treasriry. 

ACimON:  Temporary  regulatkms. 

SUMMARY:  This  docmnent  provides 
temporary  regulations  relating  to 
employee  stock  ownership  ifians 
(“ESOP’s”).  Changes  in  the  applicable 
tax  laws  were  made  by  the  Employee 
Retirement  Income  Security  Act  of  1974 
and  the  Tax  Reform  Act  of  1976.  To¬ 
gether  with  final  regulations  published 
elsewhere  In  today’s  Federal  Recister, 
these  regulations  are  Intended  to  provide 
guidance  for  the  public  in  cmnplying 
with  the  law.  They  affect  all  emidoyees 
who  participate  in  ESOP’s  and  employ¬ 
ers  who  establish  ESOP’s. 

DATE:  The  regulations  are  generally  ef¬ 
fective  for  plan  years  ending  after  De¬ 
cember  31, 1974. 

FOR  FURTHER  INFORMATION  CX>N- 
TACTT: 

Thranas  Rogan  of  the  Legislation  and 
Regulations  Division.  Office  of  the 
Chief  CounseL  Internal  Revenue  Smr- 
ice,  1111  Constitution  Avenue,  NW.. 
Washington,  D.C.  20224  (Attention: 
CC:LR:T)  (202-566-3478). 

SUPPLEMENTARY  INFORMATION: 
Backgroxjmd 

On  July  30, 1976.  the  Federal  Register 
published  proposed  amendments  to  the 
Income  ’Tax  Regulations  (26  CFR  Part 
I)  under  section  301  ot  the  Internal  Rev¬ 
enue  Code  of  1954  and  to  the  Pwision. 
etc.  Excise  Tax  Regulations  (26  CFR 
Part  54)  under  section  4975  ((U  (3) .  (e) 
(7).  and  (e)(8)  of  the  Code  (41  FR 
31833).  Similar  Department  ot  Labor 
provlsloDB  a]K>eared  at  the  same  time 
(41  FR  31870). 


By  a  notice  pubUMied  In  the  Federal 
Rbcisibr  on  October  19.  1976,  the  piffilic 
was  Invited  to  comment  orally  or  In  writ- 
tag  not  only  upon  lasues  addressed  In  the 
proposed  amendments,  but  also  upon  is¬ 
sues  addressed  by  section  803(h)  of  the 
Tax  Reforln  Act  of  1976  (90  Stat.  1590) 
and  by  the  Conf«-ence  Report  of  the 
Committee  oi  Conference  on  H.R.  10612 
(H  R.  Rep.  No.  94-1515,  94th  Cong.,  2d 
Seas.,  539-542  (1976)),  as  both  relate  to 
ESOP's. 

A  public  hearing  was  held  on  Novem¬ 
ber  12,  1976.  After  consideration  of  all 
the  comments  regarding  the  proposed 
amendments,  certain  ot  those  amend¬ 
ments  are  adopted  and  others  are  re¬ 
proposed  elsewhere  in  today’s  Federal 
Rboistrr.  The  t«nporary  regulations 
adopted  in  this  ’Treasury  deciskm  Incm*- 
porate  by  reference  the  re-proposed 
amendments. 

The  temporary  regulations  also  incor¬ 
porate  by  reference  a  pn^wsal  relating 
to  an  amendment  under  the  Tax  Reform 
Act  of  1976.  The  notice  of  this  proposed 
sunendment  to  the  regulatkms  Is  pub¬ 
lished  for  the  first  time  along  with  tho 
re-pr(HX)6ed  amendments  relating  to  the 
Employee  Retirement  Incmne  Security 
Act. 

Issues  Addressed 

The  temporary  regulations  contain 
provisions  relating  to  the  following 
issues:  ^ 

(1)  Non -terminable  plan  provisions, 

(2)  Integrated  plans, 

(3)  Special  multh>le  plan  rule  for 
combined  ESOP’s,  and 

(4)  Current  payment  of  incrnne  to 
participants. 

Guidelines  Superseded 

Questicms  and  answers  rriating  to 
ESOP's  were  published  in  Technical  In¬ 
formation  Release  (TTR)  1413  on  No¬ 
vember  4,  1975,  as  guidelines  pending  the 
Issuance  of  regul&ticms.  TTie  temporary 
regulations  under  thu  Treasury  decision 
supersede  question  and  answer  0-8,  re¬ 
lating  to  the  distribution  of  dividends. 

Drapting  Inpormation 

The  principal  author  erf  this  regula¬ 
tion  was  Thomas  Rogan  of  the  Legltla- 
tion  and  Regulations  Division  of  the  Ot- 
flee  of  Chief  Ckiuns^  Internal  Revenue 
Service.  However,  persmmel  from  other 
offices  of  the  Internal  Revenue  Service 
and  ’Treasury  Department  participated 
in  developing  the  regulation,  both  on 
matters  of  substance  and  style. 

ADOPTION  OP  amendments  TO  THE 
REGULATIONS 

Accordingly,  26  CFR  Part  141  is 
amended  by  inserting  in  the  appropriate 
Iriace  the  following  new  section: 

§  141.4975-11  "ESOP’  requirement^ 

Until  superseded  by  final  regulations, 
the  provlsloDs  under  i  54.4975-11  as  pub¬ 
lished  with  notice  of  pre^Nxed  rule  mak¬ 
ing  in  the  Federal  Rboister  for  Friday, 
September  2,  1977  (42  FR  44396)  aptply. 

There  Is  need  for  immediate  guidance 
with  respect  to  the  iHOvlslons  contained 
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In  tblB  Treasury  decision.  For  Uiis  rea- 
MO,  It  Is  found  ImiTractlcal:^  to  Issue  it 
with  notice  and  public  procedure  under 
subsection  (b)  of  section  553  of  Title  5 
of  the  united  States  Code  or  subject  to 
the  effective  date  limitation  of  subsec¬ 
tion  (d)  of  that  section. 

(8«cs  4975(e)  (7)  end  7806.  Internal  Revenue 
Code  of  1964  (88  6tat.  976,  e8A  Stat.  917;  36 
u  se.  4975(e)(7),  7805).) 

Jerome  Kurtz, 
Commuswner 
of  Internal  Revenue. 

Approved:  August  26, 1977. 

Laurence  N.  Woodworth, 

AssUtant  Secretary  of  the 
Treasury. 

IFR  Doc.77-25e97  Piled  8-30-77:2:42  pm) 
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DEPARTMENT  OF  THE  TREASURY 
IntMTMl  Revenue  Service 
[26  CFR  Part  54] 

lLB-76-771 

EMPLOYEE  STOCK  OWNERSHIP  PLANS 
Notice  of  Proposed  RulemaMng 

AGENCY:  Internal  Revenue  Service, 
Treasury* 

ACTION:  Notice  of  proposed  rule- 
making. 

SX7MMARY:  This  document  contains 
pr(H>osed  regulations  relating  to 
employee  stock  ownership  plans 
(“ESOP’s").  Changes  in  the  applicable 
iftw  were  by  the  Eknployee  Re¬ 
tirement  Income  Security  Act  of  1974 
and  the  Tax  Reform  Act  of  1976.  The 
regulations  would  provide  the  public 
with  the  guldwce  needed  to  comply  with 
the  law.  Urey  would  affect  all  employees 
who  participate  in  ESOP’s  and  employ¬ 
ers  who  establish  ESOP's. 

DATE:  Written  comments  and  requests 
for  a  inibiie  hearing  must  be  delivered  or 
mailed  by  October  3,  1977.  The  amend¬ 
ments  are  generally  proposed  to  bo  ef¬ 
fective  for  plan  years  rading  after  De¬ 
cember  31, 1974. 

ADDRESS:  Send  comments  and  re¬ 
quests  for  public  hearing  to:  Commis¬ 
sioner  at  Internal  Revenue,  Attention: 
OC:LR:T  (LR-75-77) ,  Washington,  D.C. 
30224. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Thomas  Rogan  of  the  Legislation  and 
Regulations  Division,  Office  of  the 
Chief  Counsel,  Internal  Revenue  Serv¬ 
ice,  1111  Constitution  Avenue  NW„ 
Washington.  D.C.  20224  (Attention: 
CC:LR:T)  (202-566-3478). 

SUPPLEME3NTABY  INFORMATION: 
Backgrouhs 

On  July  30, 1976,  the  noERAL  Register 
published  proposed  amendments  to  the 
Income  Tax  Regulations  (26  CFTt  E*art 
1)  irnder  section  301  oi  the  Internal 
Rev^ue  Code  of  1954  and  to  the  pension. 
etc.  Excise  Tax  Regulations  (26  CFR 
Part  54)  under  section  497S(d)  (3) , 
(e)  (7) ,  and  (e)  (8)  of  the  Code  (41  FR 
31833).  Similar  Departmoit  of  hatoar 
provisions  appeared  at  the  same  time 
41  FR  31870). 

By  a  notice  published  in  the  Federal 
Register  on  October  19,  1976,  the  public 
was  invited  to  comment  orally  (m*  in  writ¬ 
ing  not  only  upon  issues  addressed  in  the 
proposed  amendmmts,  but  also  upon  Is¬ 
sues  addressed  by  section  803(h)  of  the 
Tax  Reform  Act  of  1976  (90  Stat  1590) 
and  by  the  Conference  Report  of  the 
Committee  of  Conference  on  H.R.  10612 
(HU.  Rep.  No.  94-1615,  94th  Cong..  2d 
Sess.,  539-542  (1976)),  as  both  relate  to 
ESOP’s. 

A  public  hearing  was  held  on.  Novem¬ 
ber  12,  1976. 

After  consideration  of  all  the  ewn- 
ments  regarding  the  proposed  amend¬ 
ments,  some  of  tiiose  amendmrats  are 


revised  and  repropoaed  in  this  docummt. 
Others  are  adopts  by  a  Treasury  deci¬ 
sion  published  dseiHiere  in  today’s  Ito- 
ERAL  Register.  Also,  temporary  regula¬ 
tions  parallel  to  the  proposed  and  repro¬ 
posed  amendments  contained  in  this 
document  are  adopted  In  today’s  Federal 
Rigistee. 

The  proposed  amendments  also  con¬ 
tain  a  provision  relating  to  section  803 
(h)  of  the  Tax  Reform  Act  of  1976. 

Nonteruinablx  Plan  Provisions 

The  prcHiosed  amendments  would  re¬ 
quire  an  ESOP  to  Include  provisions  pro¬ 
tecting  the  rights  of  participants  under 
securities  acquired  with  the  proceeds  of 
an  exempt  loan.  ’Ihus,  after  an  exempt 
loan  is  repaid  or  after  the  (dan  ceases  to 
be  an  ESOP,  these  securities  would  re¬ 
main  subject  to  the  put  option  require¬ 
ments  if  Uiey  were  subject  to  them  at  the 
time  of  the  loan.  The  plan  could  not  be 
amended  to  provide  otherwise. 

Integrated  Plans 

Integrated  ESOP’s  would  not  be  per¬ 
mitted  after  November  1, 1977.  However, 
ESOP’s  in  existence  and  Integrated  on 
that  date  could  continue  to  operate  with¬ 
out  amendment  The  plan  provlslMis  re¬ 
lating  to  the  integration  level  and  the 
Integration  percentage  could  not  be  in¬ 
creased  by  later  amendments.  However, 
the  integration  level  could  (xmtlnue  to 
increase  under  the  plan  if  geared  to  a 
variable  figure  determined  iqiart  from 
the  plan  such  as  the  taxable  wage  base 
under  the  Social  Security  Act 

Distribution  or  Income 

The  proposed  amendment  would  pro¬ 
vide  rules  for  the  current  payment  of 
income  imder  ESOP’s. 

Comments  and  Requests  for  a  Public 
Hearing 

Before  adopting  these  proposed  reg¬ 
ulations.  consideration  will  be  given  to 
any  written  comments  that  are  siffi- 
mltted  (preferably  six  copies)  to  the 
Commlssitmer  of  Internal  Revenue.  All 
comments  win  be  available  for  pubUe 
Inspection  and  copying.  A  public  hear¬ 
ing  win  be  held  upon  written  request  to 
the  Commissioner  by  any  i>erson  who  has 
submitted  written  comments.  If  a  pub¬ 
lic  hearing  is  held,  notice  of  the  time  and 
place  win  be  i)ubllshed  in  the  Federal 
Register. 

Drafting  Information 

The  principal  author  of  this  regula¬ 
tion  was  Thomas  Rogan  of  the  Legisla¬ 
tion  and  Regulations  Division  of  the 
Office  of  Chief  Counsel.  Internal  Rev¬ 
enue  Service.  However,  i^ersonnel  from 
other  offices  of  the  Internal  Revmue 
Service  and  Treasury  Department  par- 
tlciiiated  in  devdoping  tiie  regulation, 
both  on  matters  of  substance  and  style. 

proposed  amendments  to  the 
regulations 

The  proposed  amendments  to  26  CFR 
Part  54  are  as  follows: 

Section  54.4975-11  Is  amended  by — 


1.  Revising  (laragraph  (a)(3),  (7)  (11), 
(8) (ill),  and  (10), 

2.  Adding  a  new  sentence  at  the  end 
of  paragraph  (d)(3), 

3.  Revising  paragraph  (e)(2),  and 

4.  Revising  paragn^^  (f)(3). 

’These  revised  and  added  provisions 

read  as  follows: 

§54.4975-11  **ESOP’*  requirements. 

(a)  In  general.  •  •  • 

(3)  Nonterminable  provisions.  An 
ESOP  must  provide  that,  notwithstand¬ 
ing  the  fact  that  it  ceases  to  be  an 
ESOP,  qualifying  employer  securities 
acquired  with  proceeds  of  an  exempt 
loan  will  continue  after  the  loan  is  i>ald 
to  be  subject  to  9  54.4975-7(b)  (4),  (10), 
(11),  and  (12)  relating  to  put,  call  or 
other  options  and  to  buy-sell  or  similar 
arrangements.  Thus,  for  example,  an 
ESOP  must  provide  that  (Hiblicly  traded 
securities  acquired  aith  exempt  loan 
proceeds  must,  if  the  plan  ceases  to 
be  an  ESOP  after  their  acquisition, 
satisfy  the  put  cq>ti(»i  provisions  in  the 
event  that  the  securities  cease  to  be 
publicly  traded  within  15  months  after 
their  distribution. 

•  •  •  •  • 

(7)  Certain  arrangements  barred.  •  •  • 

(11)  Integrated  plans.  An  ESOP  estab¬ 
lished  after  November  1,  1977,  must  not 
be  integrated  directly  or  IndiiWtly  with 
contributions  or  benefits  under  ’Title  n 
of  the  Social  Security  Act  (42  UB.C. 
401)  or  under  the  Railroad  Retirement 
Act  of  1937  (45  IT.S.C.  228a).  ESOP’s 
established  and  integrated  before  such 
date  may  remain  integrated.  However, 
such  plans  must  not  be  amended  to  in¬ 
crease  the  integration  levd  or  the  inte¬ 
gration  (lercentage.  Such  plans  may  in 
operation  continue  to  increase  the  level 
of  integratlcm  if  imder  the  plim  such  in¬ 
crease  is  limited  by  reference  to  a  cri¬ 
terion  existing  api^  from  the  i^n. 

(8)  Effect  of  certain  ESOP  provisions 
on  section  40Ha)  status.  •  •  • 

(ill)  Income  pass-through.  An  ESOP 
will  not  fall  to  meet  the  requirements  of 
secthHi  401(a)  merely  because  it  pro¬ 
vides  for  the  current  payment  of  incixne 
under  paragraiA  (f)  (3)  of  this  section. 
•  •  •  •  • 

(10)  Additional  transitional  rules. 
Notwithstanding  paragraph  (a)(9)  of 
this  seetkm,  a  plan  established  before 
November  1.  1977,  that  otherwise  satis¬ 
fies  the  provisions  of  this  section  con¬ 
stitutes  an  ESOP  if  by  December  31. 1977, 
it  is  amended  to  cmnply  from  November 
1,  1977,  with  this  section  even  though 
before  such  date  the  plan  did  not  satisfy 
the  fi^owlng  provisions  of  this  section: 

(1)  Paragraph  (a)  (3)  and  (8)  (ill) ; 

(11)  The  last  sentence  of  paragraph 
(d)  (3) ;  and 

(ill)  Paragraph  (f )  (3) . 

•  •  •  •  • 

(d)  Allocations  to  accounts  of  par¬ 
ticipants.  •  •  • 

(3)  Income.  *  *  *  Certain  Income  may 
be  distributed  currently  under  para- 
graiA  (D  (3)  of  this  sectkMi. 

•  •  •  •  • 
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(e)  Multiple  plans  *  •  * 

(2>  Special  rule  for  combined  ESOP’s. 
Two  or  more  ESOP’s,  one  or  more  of 
which  does  not  exist  on  November  1, 
1977,  may  be  considered  together  for 
purposes  of  applying  section  401(a)  (4) 
and  (5)  or  section  410(b)  (mly  If  the 
pr(H>ortlon  of  qualifying  employer  secu¬ 
rities  to  total  plan  assets  Is  substantially 
the  same  for  each  ESOP  and — 

(I)  The  qualifying  employer  securities 
held  by  all  ESOP’s  are  all  of  the  same 
class;  or 

(II)  The  ratios  of  each  class  held  to 
all  such  securities  held  Is  substantially 
the  same  for  each  plan. 


(3>  Amended  coverage,  cotUtUmtkm, 
or  benefit  structure.  For  puipoees  of 
paragraph  (e)(1)  (1)  of  this  sectlOQ.  tf 
the  coverage,  contrlbutloix,  or  benefit 
structure  of  a  plan  that  exists  on  Novem¬ 
ber  1,  1977  Is  amended  after  that  date, 
as  of  the  effective  date  of  the  amend¬ 
ment,  the  plan  Is  no  longer  considered 
to  be  a  plan  that  exists  on  November  1. 
1977. 

(f)  Distribution.  *  *  • 

(3)  Income.  Income  paid  with  respect 
to  qualifying  employer  securities  ac¬ 
quired  by  an  ESOP  In  taxaUe  years  be¬ 
ginning  after  December  31, 1974,  may  be 


distributed  at  any  time  after  receipt  by 
the  Irian  to  participants  cm  whose  behalf 
such  securities  have  been  allocated.  How¬ 
ever,  under  an  ESOP  that  Is  a  stack 
bonus  plan.  Income  held  by  the  plan  tor 
a  3-year  period  or  longer  must  be  dis¬ 
tributed  under  the  general  rules  de¬ 
served  In  paragraph  (f)  (1)  of  this  sec- 
tlon.  (See  the  last  sentence  of  section 
803(h),  Tax  Refmrm  Act  ot  1976.) 

•  •  •  •  • 

Jstoia  Kxtbtx, 

Commissioner  of  Internal  Revenue. 
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